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NOTE 

The regulatory provisions appearing in this pamphlet are a com- 
pilation of all portions of the Income Tax Regulations issued under the 
Internal Revenue Code of 1954 during the period June 1, 1956 through 
December 31, 1956. ^ These provisions were published tfi daily issues 
of the Federal Register in compliance with the Administrative Pro- 
cedure Act (5 USC 1001) and were later reprinted in the weekly issues 
of the Internal Revenue Bulletin. A limited number of these 
pamphlets have been prepared for use until complete Income Tax 
Regulations under Part 1, Title 26 (1954), Code of Federal Regula- 
tions are available in book form. A previously issued pamphlet in 
this series, Publication No. 329-1, contained the Income Tax Regu- 
lations issued under the 1954 Code since August 16, 1954, and prior 
to June 1, 1956. It is expected that additional pamphlets in this 
series will be issued from time to time when the volume of additional 
published income tax regulations justifies such action. 




EXPLANATION OP 

APPLICABILITY AND ARRANGEMENT OF 
INCOME TAX REGULATIONS 

Scope — The regulations relating to the income taxes imposed by 
the Internal Revenue Code of 1954 have been designated Income Tax 
Regulations (26 CFR Part 1). These regulations relate to subtitle 
A (chs. 1-6, inch) and certain related administrative provisions of 
subtitle F of the 1954 Code. The practice of assigning a separate 
Internal Revenue Service number to new regulations (such as Regu- 
lations 111 or Regulations 118) has been discontinued. 

Applicability — Income Tax Regulations (26 CFR Part 1) gen- 
erally are applicable to taxable years beginning after December 31, 
1953, and ending after August 16, 1954. However, in those instances 
where the applicability of the provision of law is stated in terms 
of a specific date occurring after December 31, 1953, or in terms of 
taxable years ending after a specific date occurring after December 
31, 1953, these regulations may also relate to the income taxes imposed 
by the Internal Revenue Code of 1939. Two other principal excep- 
tions to this rule are the regulations under chapters 3 and 5 of the 
1954 Code, which are applicable to payments and transfers occurring 
after December 31, 1954. 

Arrangement and Numbering — The Income Tax Regulations are 
subject to codification in the Code of Federal Regulations and are 
published as Part. 1, Subchapter A, Chapter I, Title 26 (1954) of that 
Code. As a document subject to codification, the arrangement and 
numbering conforms to the rules prescribed by the Administrative 
Committee of the F ederal Register m Part 1, Chapter I, Title 1 of the 
Code of Federal Regulations. 

Except for the regulations relating to estates and trusts under sub- 
chapter J, chapter 1 of the Internal Revenue Code of 1954, each section 
of the regulations is preceded by the section, subsection or paragraph 
of that Code which it interprets. Certain sections of the regulations 
relating to estates and trusts contain material of an introductory 
nature and are not preceded by any of the provisions of the law to 
which they relate. The sections of the regulations can readily be 
distinguished from sections of the Code since — 

1. The sections of the regulations are printed in larger type; 

2. The sections of the regulations are preceded by a section symbol 
and the part number, arabic numeral 1, followed by a decimal point 
(§ 1.) and; 

3. The sections of the Code are preceded by “Sec.”. 

Each section of the regulations setting forth law or regulations 
is designated by a number composed of the part number followed 
by a decimal point (1.) and the number of the corresponding provision 
of the Internal Revenue Code of 1954. In the case of a section setting 
forth regulations, this designation is followed by a dash ( — ) and 

(l) 
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a number identifying such a section. By use of these designations one 
can ascertain the sections of the regulations relating to a provision 
of the Code. Thus, the section of the regulations setting forth section 
301 of the 1954 Code is designated § 1.301, and the regulations per- 
taining to such section 301 is designated § 1.301-1. 

In some cases the regulations are broken down in such manner 
as to relate to a single subsection of a section rather than to the section 
as a whole. Thus, the regulations under section 108 are broken 
down so that those under section 108(a) are designated as § 1.108 (a) -1 
and § 1.108 (a)-2 and those under section 108(b) are designated as 
§ 1.108 (b)-l. Generally, however, the regulations will not be broken 
down in such manner as to indicate, by specific designation, that they 
relate to any division of law inferior to a subsection. Thus, for 
example, the section of the regulations which contains regulations 
under section 108(a)(2) of the Internal Revenue Code of 1954 is 
designated § 1.108 (a)-2 rather than § 1.108(a) (2)-l. 

In some cases several sections of the regulations relate to a single 
section or subsection of the Internal Revenue Code of 1954. For 
example, §§ 1.105-1 to 1.105-5, inclusive, all deal with section 105 
of the Code. Similarly, both § 1.108(a)-! and § 1.108 (a)-2 deal 
with section 108 (a) of the Code. 

Regulations under certain revenue laws not included in the Internal 
Revenue Code of 1954 depart from the numbering described in the 
preceding paragraphs. See, for example, the regulations issued under 
Public Law 74, Eighty-fourth Congress (§8 1.9000-1 to 1.9000-8, 

inch). 

As an additional convenience to the reader, a partial comparison 
of the system of numbering the various divisions of the Code of 
Federal Regulations and the Internal Revenue Code of 1954 is set 
forth below: 


Code of 

Federal Regulations 


Internal Revenue 
Code of 195 4 


Dizmon 

Section. 


Description of Number 

Arabic numeral sep- 
arated from the part 
number by a decimal : 
Section setting 

forth law 

Section setting 
forth regula- 

e _ tions 

Subsection . (X one) 

♦Paragraph Small letter in paren- 

theses 

Subparagraph.. . — Arabic numeral in 

o * . . parentheses 

Subdivision Small roman numer- 

T . . a! in parentheses 

Inferior 

subdivisions Small italic letter 

in parentheses 

tta * totems! division of 

xnttmu dluaaa of a law section is “subsection.”] 


Example Description of Number Example 
Arabic numeral 31 

1. 31 


1. 31-1 


(a) 

( 1 ) 

(i) 


Small letter in paren- 
theses 

Arabic numeral in 
parentheses 
Capital letter in 
parentheses 
Small roman numer- 
al in parentheses 


(a) 

( 1 ) 

(A) 

(i) 


{cl) None 


a regulations section is “paragraph” and the first 
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Meaning of Terms — References to a section or other provision 
of law are references to a section or other provision of the Internal 
Revenue Code of 1954 unless otherwise indicated. 

The term “the regulations in this part” when used in these regula- 
tions means the regulations in Part 1, Subchapter A, Chapter I, Title 
26 (1954), of the Code of Federal Regulations, that is, the Income Tax 
Regulations (26 CFR Part 1) . 

Table of Contents — There is shown preceding the text of the regu- 
lations a tabie of the sections containing statutory or regulatory pro- 
visions which appear in this publication. 

Index — An index to the material contained in this publication fol- 
lows the text of the regulatory material. 
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26. Trademark and trade name expenditures; election to treat such 

expenditures as deferred expenses; manner of making election 21 

( 4 ) 
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( 5 ) 
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§§ l®“li-?-SriS5h“l.8%Vl, T.D 6217, 21 F.R. 10207, 

§§ Strough’ 1 19 68 ^;T^|i 7, 21F.R. 10207, Decem- 

§§ i b 761-i(S(2) : ^amendments) , T.D. 6198, 21 F.R. 6130, 

§§ l A 80 S rtoo 6 ugh 5 l’80 C l -I T 9 D.l201, 21 F.R. 6640, Septem- 

§§ b 802(b) 9 through 'Imlbyi,' T D 6201, 21 F.R. 6640, 

««»■ 

;; » ». e«o, 

§§ ?. 82?’th 9 rou^ C i B 842? tTd’. $01, 21 F.R. 6640, September 5, 
§§ Si tooughtw2 4 l 68 i, T.D. 6211, 21 F.R. 8853, Novem- 

--0, « 8536, 

§§ ' 21 KR - 3778 - June 2> 
§§ Sstoough' lilblSi , T.D 6211, 21 F.R. 8853, Novem- 

621 °- 22 »• H—* 

Si To&Vof&S. cm, n «. J- 2 , 

1956; C.B. 1956-1, 340. 
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Income Tax Regulations — Continued 

I SOURCE — Continued 

§§ 1.1233 through 1.1233-1, T.D. 6207, 21 F.R. 7981, October 
18, 1956; C.B. 1956-2, 529. 

§§ 1.1401 through 1.1403-1, T.D. 6196, 21 F.R. 6059, August 
14, 1956; C.B. 1956-2, 537. 

§| 1.1441 through 1.1465-1, T.D. 6187, 21 F.R. 5006, July 6, 
1956; C.B. 1956-2, 567. 

§| 1.1461-1 through 1.1461-3 (amendments), T.D. 6213, 
21 F.R. 9055, November 21, 1956; C.B. 1956-2, 590. 

§§ 1-1471 through 1.1481, T.D. 6187, 21 F.R. 5006, July 6, 
1956; C.B. 1956-2, 567. 

§§ 1.6033(a) and 1.6033-l(a) (3), T.D. 6203, 21 F.R. 7269 
September 25, 1956; C.B. 1956-2, 219.] 



TEMPORARY RULES RELATING TO THE INCOME TAX 
AND ADMINISTRATIVE MATTERS UNDER THE INTER- 
NAL REVENUE CODE OF 1954 

The following rules, prescribed under the Internal Revenue Code 
of 1954 (Public Law 591, 83d Cong., approved Aug. 16, 1954), relate 
to certain elections or other actions by taxpayers under provisions of 
such Code which do not correspond to provisions of the Internal Reve- 
nue Code of 1939 (as to cases involving corresponding provisions, see 
sec. 7807 of the Internal Revenue Code of 1954 and T.D. 6091, 
approved Aug. 16, 1954). 

The rules set forth herein are designed to inform taxpayers as to 
how, when, and where to perform certain acts required or permitted 
under the Internal Revenue Code of 1954. More comprehensive 
rules with respect to the subjects involved will be incorporated in sub- 
sequent regulations under the Code. The inclusion in this Treasury 
Decision of rules relating to certain acts is intended to assist taxpayers 
in the performance of such acts. Rules with respect to other acts 
required or permitted by other provisions of the 1954 Code will be 
covered in subsequent regulations. 

[For rules set forth in Paragraphs 1 to 24, inclusive, see previously issued pamph- 
let in this series (Publication No. 329-1).] 

Paragraph 1. Annuities ; Certain Proceeds op Endowment and 
Life Insurance Contracts ; Actuarial Tables. 

[Superseded by permanent regulations — T.D. 6211, 21 F.R. 8853, November 15, 
1956; C. B. 1956-2, 29.] 

Par. 3. Agreements as to Useful Life and Rate of Depreciation. 

[Superseded by permanent regulations — T.D. 6182, 21 FJEfc. 3985, June 12, 19o6, 
C.B. 1956-1, 98.] 

Par. 7. Organizational Expenditures; Time and Manner of 
Making Election. 

[Superseded by permanent regulations — T.D. 6183, 21 F.R. 4075, June 14, 1956, 
C.B. 1956-1, 136.] 

Par. 25. Use or Resale of Unused Documentary Stamps. — Un- 
used documentary stamps may be used at any time in payment of any 
tax imposed by chapter 34 of the Internal Revenue Code of 1954 (or 
corresponding provisions of the Internal Revenue Code of 1939), or 
may be resold by the owner at any time. For redemption of unused 
documentary stamps, see section 6805 of the Internal Revenue Code of 
1954. 

[This paragraph is not applicable to Income Taxes.] 

Par. 26. T rademar k, and Trade Name Expenditures ; Election to 
Treat Such Expenditures as Defferred Expenses ; Manner of Mak- 
ing Election.— Section 177 provides that a taxpayer may elect to treat 
any trademark or trade name expenditure, as defined in section 177 ( b ) , 
paid or incurred during a taxable year beginning after December 31, 

( 21 ) 
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!0f*5, as deferred expense. Any expenditure so treated shall be allowed 
as a deduct ion ratably over a period (selected by the taxpayer) of not 
less than 6u months (beginning with the first month of the taxable year 
in which the expenditure is paid or incurred). A taxpayer who elects 
to so treat any trademark or trade name expenditure paid or incurred 
during a taxable year shall, within the time prescribed by law for 
tiling his return (including extensions thereof) for that year, signify 
his election by attaching to the return a statement identifying the 
character and amount of the expenditures to which the election ap- 
plies. The statement shall also specify the number of months (not 
less than 60) during which the expenditures are to be ratably deducted. 
An election, insofar as it applies to a particular expenditure, is irrev- 
ocable, but separate elections may be made with respect to other trade- 
mark or trade name expenditures. 



INCOME TAX REGULATIONS 

Income Taxes 

NORMAL TAXES AND SURTAXES 
Computation of Taxable Income 
ITEMS SPECIFICALLY INCLUDED IN GROSS INCOME 

§ 1.72 Statutory Provisions; Annuities; Certain Proceeds of 
Endowment and Life Insurance Contracts. 

SEC. 72. ANNUITIES ; CERTAIN PROCEEDS OF ENDOWMENT AND 
LIFE INSURANCE CONTRACTS. 

(a) General Rule for Annuities.— Except as otherwise provided in this 
chapter, gross income includes any amount received as an annuity (whether 
for a period certain or during one or more lives) under an annuity, endow- 
ment, or life insurance contract. 

(b) Exclusion Ratio. — Gross income does not include that part of any 
amount received as an annuity under an annuity, endowment, or life insur- 
ance contract which bears the same ratio to such amount as the investment 
in the contract (as of the annuity starting date) bears to the expected re- 
turn under the contract (as of snch date). This subsection shall not apply 
to any amount to which subsection (d)(1) (relating to certain employee 
annuities) applies. 

(c) Definitions. — 

(1) Investment in the contract. — For purposes of subsection (b), 
the investment in the contract as of the annuity starting date is — 

(A) the aggregate amount, of premiums or other consideration 
paid for the contract, minus 

(B ) the aggregate amount received under the contract before such 
date, to the extent that such amount was excludable from gross in- 
come under this subtitle or prior income tax laws. 

(2) Adjustment in investment where there is refund feature. — 
If— 

(A) the expected return under the contract depends in whole or in 
part on the life expectancy of one or more individuals ; 

(B) the contract provides for payments to be made to a benefi- 
ciary (or to the estate of an annuitant) on or after the death of the 
annuitant or annuitants ; and 

( C ) such payments are in the nature of a refund of the considera- 
tion paid, 

then the value (computed without discount for interest) of such pay- 
ments on the annuity starting date shall be subtracted from the amount 
determined under paragraph (1). Such value shall be computed in 
accordance with actuarial tables prescribed by the Secretary or his 
delegate. For purposes of this paragraph and of subsection (e) (2) (A), 
the term “refund of the consideration paid” includes amounts payable 
after the death of an annuitant by reason of a provision in the contract 
for a life annuity with minimum period of payments certain, but (if 
part of the consideration was contributed by an employer) does not 
include that part of any payment to a beneficiary (or to the estate of the 
annuitant) which is not attributable to the consideration paid by the 
employee for the contract as determined under paragraph (1) (A). 

(3) Expected return. — For purposes of subsection (b), the expected 
return under the contract shall he determined as follows : 

(A) Life expectancy. — If the expected return under the contract, 
for the period on and after the annuity starting date, depends in 

(23) § 1.72 
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whole or In part on the life expectancy of one or more individuals, 
the expected return shall be computed with reference to actuarial 
tables *:T.kI by the Secretary or his delegate. 

* B i payments. — If subparagraph (A) does not 

apply, the expected return is the aggregate of the amounts receiv- 
able under the contract as an annuity. 

? 4) Annuity starting date. — For purposes of this section, the an- 
nuity starting date in the case of any contract is the first day of the 
first period for which an amount is received as an annuity under the 
contract ; except that if such date was before January 1, 1954, then the 
a n unity starring date is January 1, 1954. 

(d) Employees’ Annuities. — 

(1) Employee’s contributions recoverable in 3 years. — Where — 
i A I part of the consideration for an annuity, endowment, or life 
insurance contract is contributed by the employer, and 

(B) during the 3-year period beginning on the date (whether or 
not before January 1, 1954) on which an amount is first received un- 
der the contract as an annuity, the aggregate amount receivable by 
the employee under the terms of the contract is equal to or greater 
than the consideration for the contract contributed by the employee, 
then all amounts received as an annuity under the contract shall be ex- 
cluded from gross income until there has been so excluded (under this 
Iiaragrapb and prior income tax laws) an amount equal to the considera- 
tion for the contract contributed by the employee. Thereafter all 
amounts so received under the contract shall be included in gross income. 

12 i Special rules for application of paragraph (i) . — For purposes 
of paragraph (1), if the employee died before any amount was received 
as an annuity under the contract, the words “receivable by the employee” 
shall be read as “receivable by a beneficiary of the employee”. 

(3) Cross reference. — For certain rules for determining whether 
amounts contributed by employer are includible in the gross income of 
the employee, see part I of subchapter D (sec. 401 and following, relating 
to T'tnsi u. profir-shariiig, and stock bonus plans, etc.) . 

( e ) Amounts Not Received as Annuities. — 

i 1 \ General rule. — If any amount is received under an annuity, en- 
dowment, or life insurance contract, if such amount is not received as an 
annuity, and if no other provision of this subtitle applies, then such 
amount — 


, W if received on or after the annuity starting date, shall be 
included in gross income ; or 

(B) if subparagraph (A) does not apply, shall be included in 
gross income, but only to the extent that it (when added to amounts 
previously received under the contract which were excludable from 
gross income under this subtitle or prior income tax laws) exceeds 
the aggregate premiums or other consideration paid. 

For purposes of this section, any amount received w’hich is in the nature 
of dividend or similar distribution shall be treated as an amount not 
received as an annuity. 

C2) Special rules for application of paragraph (i). — For nurnoses 
of paragraph (1), the following shall be treated as amounts not received 

as an annuity : 

(A) any amount received, whether in a single sum or otherwise 
under a contract in full discharge of the obligation under the con- 

m'd P»M 
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In the ease of any amount to which the preceding sentence atmlies the 
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aggregate of the taxes attributable to such part bad it been included 
in tbe gross income of tbe taxpayer ratably over tbe taxable year in 
which received and the preceding 2 taxable years. 

(f) Special Rules foe Computing Employees’ Contributions. — In com- 
puting, for purposes of subsection (c)(1)(A), the aggregate amount of 
premiums or other consideration paid for the contract, for purposes of 
subsection (d)(1), the consideration for the contract contributed by the 
employee, and for purposes of subsection (e)(1)(B), the aggregate pre- 
miums or other consideration paid, amounts contributed by the employer 
shall be included, but only to the extent that — 

(1) such amounts were includible in the gross income of the employee 
under this subtitle or prior income tax laws ; or 

(2) if such amounts had been paid directly to the employee at the 
time they were contributed, they would not have been includible in the 
gross income of the employee under the law applicable at the time of 
such contribution. 

(g) Rules for Transferee Where Transfer Was for Value. — Where any 
contract (or any interest therein) is transferred (by assignment or other- 
wise) for a valuable consideration, to the extent that the contract (or interest 
therein) does not, in the hands of the transferee, have a basis which is 
determined by reference to the basis in the hands of the transferor, then — 

(1) for purposes of this section, only the actual value of such con- 
sideration, plus the amount of the premiums and other consideration 
paid by the transferee after the transfer, shall be taken into account 
in computing the aggregate amount of the premiums or other consid- 
eration paid for the contract ; 

(2) for purposes of subsection (c)(1)(B), there shall be taken into 
account only the aggregate amount received under the contract by the 
transferee before the annuity starting date, to the extent that such 
amount was excludable from gross income under this subtitle or prior 
income tax laws ; and 

(3) the annuity starting date is January 1, 1954, or the first day of 
the first period for which the transferee received an amount under the 
contract as an annuity, whichever is the later. 

For purposes of this subsection, the term “transferee” includes a beneficiary 
of, or the estate of, the transferee. 

(h) Option to Receive Annuity in Lieu of Lump Sum. — If — 

(1) a contract provides for payment of a lump sum in full discharge 
of an obligation under the contract, subject to an option to receive an 
annuity in lieu of such lump sum ; 

(2) the option is exercised within 60 days after the day on which such 
lump sum first became payable ; and 

(3) part or all of such lump sum would (but for this subsection) be 
includible in gross income by reason of subsection (e) (1), 

then, for purposes of this subtitle, no part of such lump sum shall be consid- 
ered as includible in gross income at the time such lump sum first became 
payable. 

(i) Joint and Survivor Annuities Where First Annuitant Died in 1951, 
1952, or 1953. — Where an annuitant died after December 31, 1950, and before 
January 1, 1954, and the basis of a surviving annuitant’s interest in the joint 
and survivor annuity contract was determinable under section 113(a) (5) of 

the Internal Revenue Code of 1939, then — 

(1) subsection (d) shall not apply with respect to such contract; 

(2) for purposes of this section, the aggregate amount of premiums 
or other consideration paid for the contract is the basis of the contract 
determined under such section 113 (a)(5); 

(3) for purposes of subsection (c)(1)(B), there shall be taken into 
account only the aggregate amount received by the surviving annuitant 
under the contract before the annuity starting date, to the extent that 
such amount was excludable from gross income under this subtitle or 
prior income tax laws ; and 

(4) the annuity starting date is January 1, 1954, or the first day of 
the first period for which the surviving annuitant received an amount 
under the contract as an annuity, whichever is the later. 


§ 1.72 
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j Interest. — N otwithstanding any other provision of this section, if 
any is held under an agreement to pay interest thereon, the interest 

payments shall be Included in gross income. 
i k i Payments in Discharge of Alimony. — 

9 1 * I\ general. — T his section shall not apply to so much of any pay- 
ment under an annuity, endowment, or life insurance contract (or any 
interest therein.) as is includible in the gross income of the wife under 
section 71 or section 682 (relating to income of an estate or trust in case 
of divorce, etc.)* 

i2i Cross reference. — For definition of “wife”, see section 7701(a) 

i 17 ) . 

U i Face- Amount Certificates. — For purposes of this section, the term 
“endowment contract” includes a face-amount certificate, as defined in sec- 
tion 2 uim 1*7) of the investment Company Act of 1940 (15 U. S. C., see. 
Sdii-2 k issued after December 31, 1954. 

? m i Cross Reference. — For limitation on adjustments to basis of annuity 
contracts sold, see section 1021. 


1 1,72-1 Introduction. — (a) General principle. — Section 72 pre- 
scribes rules relating to the inclusion in gross income of amounts re- 
ceived under a life insurance, endowment, or annuity contract unless 
such amounts are speeincaily excluded from gross income under other 
provisions of charge: 1 of the Internal Revenue Code. In general, 
iiiese rales provide that amounts subject to the provisions of section 
*- are includible in the gross income of the recipient except to the 
extent that they are considered to represent a reduction or return of 
premiums or other consideration paid. 

f b) Amounts to be considered as a return, of 'premiums. — For the 
purpose of determining the extent to which amounts received repre- 
sent a reduction or return of premiums or other consideration paid, 
t he provisions of section <2 distinguished between “amounts received 
2? “i an ” UIt y . an d ‘amounts not received as an annuity.” In general, 
amounts received as an annuity” are amounts which are parable at 
7f ular over a period of more than one full year^ from the 

f ate oa whlcb tbe / are deemed to begin, provided the total of the 
. nounts so payable or the period for which they are to be paid can 
be determined as of that date. See paragraphs (b) (2) and (3) of 

lUu- eonlf W Jf ^ T! °™ tS t0 r hlch tlle P rov isions of section 72 
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so received are includible in the gross income of the recipient. See 
§ 1.72-13. 

(d) “ Amounts not received as an annuity .” — In the case of 
“amounts not received as an annuity, 55 if such amounts are received 
after an annuity has begun and during its continuance, amounts so 
received are generally includible in the gross income of the recipient. 
Amounts not received as an annuity which are received at any other 
time are includible in the gross income of the recipient only to the 
extent that such amounts, when added to all amounts previously 
received under the contract which were excludable from the gross 
income of the recipient under the income tax law applicable at the 
time of receipt, exceed the premiums or other consideration paid. 
See § 1.72-11. 

(e) Classification of recipients . — For the purpose of the regulations 
under section 72, a recipient shall be considered an “annuitant 55 if 
he receives amounts under an annuity contract during the period that 
the annuity payments are to continue, whether for a term certain 
or during the continuing life or lives of the person or persons whose 
lives measure the duration of such annuity. However, # a recipient 
shall be considered a “beneficiary 55 rather than an “annuitant 55 if the 
amounts he receives under a contract are received after the term of 
the annuity for a life or lives has expired and such amounts are paid 
by reason of the fact that the contract guarantees that payments of 
some minimum amount or for some minimuni period shall be made. 
For special rules with respect to beneficiaries, see paragraph 
(a) (1) (iii) and (c) of § 1.72-11. 

§ 1.72-2 Applicability of Section — (a) Contracts . — (1) The con- 
tracts under which amounts paid will be subject to the provisions of 
section 72 include contracts which are considered to be life insurance, 
endowment, and annuity contracts in accordance with the customary 
practice of life insurance companies. For the purposes of section 72, 
however, it is immaterial whether such contracts are entered into 
with an insurance company. The term “endowment contract 55 also 
includes the “face- amount certificates 55 described in section 72(1). In 
addition, sections 402 and 403 of the Code provide that certain 
employees 5 trust and plan distributions are subject to the provisions 
of section 72, except section 72(e) (3). In such cases the regulations 
under section 72 shall be applied to all the distributions with respect 
to a particular employee under each such trust or plan as though such 
payments were provided under a single contract to which section 72 
applied. As used hereafter in these regulations, therefore, the term 
“contract 55 shall be considered to include the entire interest of an 
employee in each trust or plan described in sections 402 and 403 to the 
extent that distributions thereunder are subject to the provisions of 
section 72. 

(2) If two or more annuity obligations or elements to which section 
72 applies are acquired for a single consideration, such as an pbliga- 
tion to pay an annuity to A for his life accompanied by an obligation 
to pay an annuity to B for his life, there being a single consideration 
paid for both obligations (whether paid by one or more persons in 
equal or different amounts, and whether paid in a single sum or other- 
wise), such annuity elements shall be considered to comprise a single 

§ 1.72-2(a)(2) 
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contract for the purpose of the application of section 72 and the regu- 
lations thereunder. For rules relating to the allocation of investment 
in the contract in the case of annuity elements payable to two or more 
persons, see paragraph (b) of § 1.72-6. 

(b) Amounts . — (1) (i) In general, the amounts to which section 
72 applies are any amounts received under the contracts described 
in paragraph (a) (1) of this section. However, if such amounts are 
specifically excluded from gross income under other provisions of 
chapter 1 of the Internal Revenue Code, section 72 shall not apply for 
the purpose of including such amounts in gross income. For example, 
section 72 does not apply to amounts received under a life insurance 
contract if such amounts are paid by reason of the death of the insured 
and are excludable from gross income under section 101(a) of the 
Code. See also sections 101(d), relating to proceeds of life insurance 
paid at a date later than death, and 104(a) (4), relating to compensa- 
tion for injuries or sickness. 

(ii) Section 72 does not exclude from gross income any amounts 
received under an agreement to hold an amount and pay interest 
thereon. See paragraph (a) of § 1.72-14. However, section 72 does 
apply to amounts received by a surviving annuitant under a joint and 
survivor annuity contract since such amounts are not considered to be 
paid by reason of the death of an insured. For a special deduction for 
the estate tax attributable to the inclusion of the value of the interest 
of a surviving annuitant under a joint and survivor annuity contract in 
the estate of the deceased primary annuitant, see section 691(d) and 
the regulations thereunder. 

(2) Amounts subject to section 72 in accordance with subparagraph 
(1) are considered “amounts received as an annuity” only in the event 
that all of the following tests are met : 


(i) They must be received on or after the “annuity starting date” 
as that term is defined in paragraph (b) of §1.72-4; 

. (**) They must be payable in periodic installments at regular 
intervals (whether annually, semiannually, quarterly, monthly, 
weekly, or otherwise) over a period of more than one full year from 
the annuity starting date ; and 

(iii) Except as indicated in subparagraph (3) of this paragraph, 
the total of the amounts payable must be determinable at the annuity 
starting date either directly from the terms of the contract or indi- 
rectly by the use of either mortality tables or compound interest 
computations, or both, m conjunction with such terms and in accord- 
ance with sound actuarial theory. 


Wd WrS etermming whether amounts subject to section 

Hi 2 * • - 8 1.72-13 are amounts received as an annuity,” however, 
the provisions of subdivision (i) shall be disregarded. In addition 
the term “amounts received as an annuity” does not include amounts’ 
received to which the provisions of paragraph (b) or fc) of § 1 72—1 1 
apply, relating to dividends and certahTamWt/ receSd hi a W 
he- ary m the nature of a refund. If an amount is to he paid perSl 
eally until a fund plus interest at a fixed rate is exhausted? but^urther 
payments may be made thereafter because of earnings at a hSher 
merest rate, the requirements of subdivision (iii) are m?t with respect 
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to the payments determinable at the outset by means of computations 
involving the fixed interest rate, but any payments received after the 
expiration of the period determinable by such computations shall be 
taxable as dividends received after the annuity starting date in accord- 
ance with paragraph (b) (2) of § 1.72-11. 

(3) (i) Notwithstanding the requirement of subdivision (iii) of 
subparagraph (2), if amounts are to be received for a definite or 
determinable time whether for a period certain or for a life or lives 
under a contract which provides — 

(a) That the amount of the periodic payments may vary in accord- 
ance with investment experience (as in certain profit-sharing plans) , 
cost of living indices, or similar fluctuating criteria, or 

(b) For specified payments the value of which may vary for in- 
come tax purposes, such as in the case of any annuity payable in 
foreign currency, 

each such payment received shall be considered as an amount received 
as an annuity only to the extent that it does not exceed the amount 
computed by dividing the investment in the contract, as adjusted for 
any refund feature, by the number of periodic payments anticipated 
during the time that the periodic payments are to be made. If pay- 
ments are to be made more frequently than annually, the amount so 
computed shall be multiplied by the number of periodic payments to 
be made during the taxable year for the purpose of determining the 
total amount which may be considered received as an annuity during 
such year. To this extent, the payments received shall be considered 
to represent a return of premiums or other consideration paid and 
shall be excludable from gross income in the taxable year in which 
received. See paragraph (d) (2) and (3) of § 1.72-4. To the extent 
that the payments received under the contract during the taxable year 
exceed the total amount thus considered to be received as an annuity 
during such year, they shall be considered to he amounts not received 
as an annuity and shall be included in the gross income of the recipient. 
See section 72(e) and paragraph (b) (2) of § 1.72-11. 

(ii) For purposes of subdivision (i), the number of periodic pay- 
ments anticipated during the time payments are to be made shall be 
determined by multiplying the number of payments to be made each 
year (a) by the number of years payments are to be made, or (b) if 
payments are to be made for a life or lives, by the multiple found by 
the use of the appropriate tables contained in § 1.72-9, as adjusted in 
accordance with the table in paragraph (a) (2) of § 1.72-5. 

(iii) For an example of the computation to be made in accordance 
with this subparagraph and a special election which may be made 
in a taxable year subsequent to a taxable year in which the total pay- 
ments received under a contract described in this subparagraph are 
less than the total of the amounts excludable from gross income in 
such year under subdivision (i), see paragraph (d)(3) of § 1.72-4. 

§ 1.72-3 Excludable Amounts Not Income. — In general, amounts 
received under contracts described in paragraph (a) (1) of § 1.72-2 are 
not to be included in the income of the recipient to the extent that such 
amounts are excludable from gross income as the result of the applica- 
tion of section 72 and the regulations thereunder. 
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r 1.73-4 Exclusion Ratio— (a) General rule.-(l) ( 1 ) To deter- 
mine the proportionate part of the total amount received each year 
as an annuity which is excludable from the gross income of a recipient 
in the taxable year of receipt (other than amounts received under 
certain employee annuities described in section 72(d) and § 1.72—13), 
an exclusion ratio is to be determined for each contract. In general, 
this ratio is determined by dividing the investment in the contract 
as found under § 1.72-6 by the expected return under such contract 
as found under § 1.72-5. Where a single consideration is given for a 
particular contract which provides for two or more annuity elements, 
an exclusion ratio shall be determined for the contract as a whole by 
dividing the investment in such contract by the aggregate of the 
expected returns under all the annuity elements provided thereunder. 
However, where the provisions of paragraph (b) (3) of § 1.72-2 apply 
to payments received under such a contract, see paragraph (b) (3) of 
§ 1-72-6. 

(ii) The exclusion ratio for the particular contract is then applied 
to the total amount received as an annuity during the taxable year by 
each recipient. See, however, paragraph (e) (3) of § 1.72-5. Any ex- 
cess of the total amount received as an annuity during the taxable year 
over the amount determined by the application of the exclusion ratio to 
such total amount shall be included in the gross income of the recipient 
for the taxable year of receipt. 

(2) The principles of subparagraph (1) may be illustrated by the 
following example : 


Example. Taxpayer A purchased an annuity contract providing 
for payments of $100 per month for a consideration of $12,650. 
Assuming that the expected return under this contract is $16,000, 

$12 650 

the exclusion ratio to be used by A is or 79.1 percent (79.06 

rounded to the nearest tenth). If 12 such monthly payments are 
received by A during his taxable year, the total amount he may 
exclude from his gross income in such year is $949.20 ($1,200X79.1 
percent) . The balance of $250.80 ($1,200 less $949.20) is the amount 
to be included in gross income. If A instead received only five such 
payments during the year, he should exclude $395.50 ($500X79.1 
percent) of the total amounts received. 


For an example of the computation of the exclusion ratio in cases 
where two annuity elements are acquired for a single consideration, 
see paragraph (b) (1) of § 1.72-6. 

(3) The exclusion ratio shall be applied only to amounts received as 
an annuity within the meaning of that term under paragraph (b) (2) 
and (3) of § 1.72-2. Where the periodic payments increase in amount 
a ^ er annuity starting date in a manner not provided by the terms 
of the contract at such date, the portion of such payments representing 
the increase is not an amount received as an annuity. For the treat- 
ment of amounts not received as an annuity, see section 72(e) and 
* L *°r special rules where paragraph (b) (3) of § 1.72-2 

applies to amounts received, see paragraph (d) (3) of this section. 

* ' After an exclusion ratio has been determined for a particular 
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contract, it shall be applied to any amounts received as an annuity 
thereunder unless or until one of the following occurs : 

(i) The contract is assigned or transferred for a valuable con- 
sideration (see section 72 (g) and paragraph (a) of § 1.72-10) ; 

(ii) The contract matures or is surrendered, redeemed, or dis- 

charged in accordance with the provisions of paragraphs (c) and 
(d) of §1.72-11; . . 

(iii) The contract is exchanged (or is considered to have been 
exchanged) in a manner described in paragraph (e) of § 1.72-11. 

(b) Annuity starting date . — (1) Except as provided in subpara- 
graph (2) of this paragraph, the annuity starting date is the first 
day of the first period for which an amount is received as an annuity, 
except that if such date was before January 1, 1954, then the annuity 
starting date is January 1, 1954. The first day of the first period for 
which an amount is received as an annuity shall be whichever of the 
following is the later : 

(i) The date upon which the obligations under the contract 
became fixed, or 

(ii) The first day of the period (year, half-year, quarter, month, 
or otherwise, depending on whether payments are to be made an- 
nually, semiannually, quarterly, monthly, or otherwise) which ends 
on the date of the first annuity payment. 

(2) Notwithstanding the provisions of subparagraph (1), the an- 
nuity starting date shall be determined in accordance with whichever 
of the following provisions is appropriate : 

(i) In the case of a joint and survivor annuity contract de- 
scribed in section 72 (i) and paragraph (b) (3) of § 1.72-5, the 
annuity starting date is January 1, 1954, or the first day of the 
first period for which an amount is received as an annuity by the 
surviving annuitant, whichever is the later ; 

(ii) In the case of the transfer of an annuity contract for a 
valuable consideration, as described in section 72 (g) and para- 
graph (a) of § 1.72-10, the annuity starting date shall be J anuary 1, 
1954, or the first day of the first period for which the transferee 
received an amount as an annuity, whichever is the later ; and 

(iii) If the provisions of paragraph (e) of § 1.72-11 apply to 
an exchange of one contract for another, or to a transaction deemed 
to be such an exchange, the annuity starting date of the contract 
received (or deemed received) in exchange shall be J anuary 1, 1954, 
or the first day of the first period for which an amount is received 
as an annuity under such contract, whichever is the later. 

(c) Fiscal year taxpayers. — Fiscal year taxpayers receiving 
amounts as annuities in a taxable year to which the Internal Eevenue 
Code of 1954 applies shall determine the annuity starting date in 
accordance with section 72 (c) (4) and this section. The annuity start- 
ing date for fiscal year taxpayers receiving amounts as an annuity in 
a taxable year to which the Internal Eevenue Code of 1939 applies 
shall be January 1, 1954, except where the first day of the first period 
for which au amount is received by such a taxpayer as an annuity is 

§ 1.72-4 (c) 
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SliliHSs^lSHUH 

but the investment in the contract (deter mi determined and all 

amount of zero or less, no exclusion ratio shall be “Jfraimed Mid^l 
amounts received under such a contract shall be includible m the b ross 
income of the recipient for the purposes of section U. 

( 0 ) Where the investment in the contract is equal to or greater than 
tlie total expected return under such contract round under § 1.7^ 5, 
the exclusion ratio shall be considered to be 100 percent and all 
amounts received as an annuity under such contract shall be excludable 
from the recipient’s gross income. See, for example, paragraph (f ) 

);Vj A i if J contract provides for payments to be made to a, taxpayer 
in the manner described in paragraph (b) (3) of § 1.72-2 the invest- 
ment in the contract shall be considered to be equal to the expected 
return under such contract and the resulting exclusion ratio (100%) 
shall be applied to all amounts received as an annuity under such con- 
tract. For any taxable year, payments received under such a contract 
shall be considered to be amounts received as an annuity only to the 
extent that thev do not exceed the portion of the investment in the con- 
tract which is properly allocable to that year and hence excludable 
from gross income as a return of premiums or other consideration paid 
for the contract. The portion of the investment in the contract which 
is properly allocable to any taxable year shall be determined by divid- 
ing the investment in the contract (adjusted for any refund feature in 
the manner described in paragraph (d) of § 1.72-7) by the applicable 
multiple (whether for a term certain, life, or lives) which would other- 
wise. i>e used in determining the expected return for such a contract 
under g 1.72-5. The multiple shall be adjusted in accordance with the 
provisions of the table in paragraph (a) (2) of § 1.72-5, if any adjust- 
ment is necessary, before making the above computation. If pay- 
ments are to be made more frequently than annually and the number 
of payments to be made in the taxable year in which the annuity begins 
are less than the number of payments to be made each year thereafter, 
the amounts considered received as an annuity (as otherwise deter- 
mined under this subdivision) shall not exceed, for such taxbale year 
(including a short taxable year), an amount which bears the same 
ratio to the portion of the investment in the contract considered 
allocable to each taxable year as the number of payments to be made 
in the first year bears to the number of payments to be made in each 
succeeding year. Thus, if payments are to be made monthly, only 
seven payments will be made in the first taxable year, and the portion 
of the investment in the contract allocable to a full year of payments 
is $600, the amounts considered received as an annuity in the first tax- 
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able year cannot exceed $350 ($600X7/12). See subdivision (iii) for 
an example illustrating the determination of the portion of the invest- 
ment in the contract allocable to one taxable year of the taxpayer. 

(ii) If subdivision (i) of this subparagraph applies to amounts 
received by a taxpayer and the total amount of payments he receives 
in a taxable year is less than the total amount excludable for such year 
under subdivision (i) of this subparagraph, the taxpayer may elect, in 
a succeeding taxable year in which he receives another payment, to 
redetermine the amounts to be received as an annuity during the cur- 
rent and succeeding taxable years. . This shall be computed in accord- 
ance with the provisions of subdivision (i) of this subparagraph 
except that — 

(a) The difference between the portion of the investment in 
the contract allocable to a taxable year, as found in accordance 
with subdivision (i) of this subparagraph, and the total payments 
actually received in the taxable year prior to the election shall be 
divided by the life expectancy of the annuitant (or annuitants), 
found in accordance with the appropriate table in §1.72-9 (and 
adjusted in accordance with paragraph (a) (2) of § 1.72-5), or by 
the remaining term of a term certain annuity, computed as of the 
first day of the first period for which an amount is received as an 
annuity in the taxable year of the election ; and 

(b) The amount determined under (a) of this subdivision shall 
be added to the portion of the investment in the contract allocable 
to each taxable year (as otherwise found). To the extent that the 
total periodic payments received under the contract in the taxable 
year of the election or any succeeding taxable year does not equal 
this total sum, such payments shall be excludable from the gross 
income of the recipient. To the extent such payments exceed the 
sum so found, they shall be fully includible in the recipient’s gross 
income. 

See subdivision (iii) of this subparagraph for an example illustrating 
the redetermination of amounts to be received as an annuity and sub- 
division (iv) of this subparagraph for the method of making the 
election provided by this subdivision. 

(iii) The application of the principles of this subparagraph may 
be illustrated by the following example : 

Example. Taxpayer A, a 64 year old male, files his return on a 
calendar year basis and has a life expectancy of 15.6 years on June 
30, 1954, the annuity starting date of a contract to which § 1.72-2 (b) 
(3) applies and which he purchased for $20,000. The contract pro- 
vides for variable annual payments for his life. He receives a pay- 
ment of $1,000 on June 30, 1955, but receives no other payment until 
June 30, 1957. He excludes the $1,000 payment from his gross in- 
come for the year 1955 since this amount is less than $1,324.50, the 
amount determined by dividing his investment in the contract 
($20,000) by his life expectancy adjusted for annual payments, 15.1 
(15.6— .5), as of the original annuity starting date. Taxpayer A 
may elect, in his return for the taxable year 1957, to redetermine 
amounts to be received as an annuity under his contract as of June 
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30 , 1956 . For the purpose of determining the extent to which 
amounts received in 1957 or thereafter shall be considered amounts 
received as an annuity (to which a 100 percent exclusion ratio shall 
apply ) he shall add $118.68 to the $1,824.50 originally determined to 
he receivable as an annuity under the contract, making a total of 
81 . 448 . 18 . This is determined by dividing the difference between 
what was excludable in 1955 and 1956, $2,649 (2 X $1,324.50) and 
what he actually received in those years ($1,000) by his life expect- 
ancy adjusted for annual payments, 13.9 (14.4— .5), as of his age at 
his nearest birthday (66) on the first day of the first period for which 
lie received an amount as an annuity in the taxable year of election 
(June 80, 1956). The result, $1,443.13, is excludable in that year 
and each year thereafter as an amount received as an annuity to 
which the 100% exclusion ratio applies. It will be noted that in 
this example the taxpayer received amounts less than the excludable 
amounts in _ two successive years and deferred making his election 
until the third year, and thus was able to accumulate the portion of 
the investment in the contract allocable to each taxable year to the 
extent he failed to receive such portion in both years. Assuming 
that he received $1,500 in the taxable year of his election, he would 
include $56.87 in his gross income and exclude $1,448.13 therefrom 
for that year. 


fiy) If the taxpayer chooses to make the election described in sub- 
division (n), lie shah file with his return a statement that he elects to 
make a redetermination of the amounts excludable from gross income 
under his annuity contract in accordance with the provisions of para- 
graph _ (d) (3) of 1 1.72-4. This statement shall also contain the 
following information : 


( ?! original annuity starting date and his age on that date, 

(6) ine date of the first day of the first period for which he re- 
ceired an amount m the current taxable year, 

(r) The investment in the contract originally determined fas 
adjusted for any refund feature), and * determined (as 

her™ T Sp^ e?a !r °f i 1 - a “° unt i received under the contract 
Ine date indicated in (a) of this subdivision and the day 
after the date indicated m ( 5 ) of this subdivision to the extent such 
amounts were excludable from gross income. 

texablp^M^^Jv f xf in< l ome , an y amounts received during the 

“ ord ““ wift * ~ 

taSL T uitv demen “ ac - 

a Jkofc 4“p£r % d . et T imd L & « 

of the annuity ?lements To ?rSf iv 1VeC l aS *? a ? nmt y ™der any 
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eeived as an annuity under one or more of the other annuity elements. 

(ii) The exclusion ratio found under subdivision (i) of this sub- 
paragraph does not apply to — 

(a) An annuity element payable to a surviving annuitant under 
a joint and survivor annuity contract to which section 72 (i) and 
paragraphs (b) (3) and (e) (3) of § 1.72-5 apply, or to 

(5) A contract under which one or more of the constituent an* 
nuity elements provides for payments described in paragraph 
(b)(3) of §1.72-2. 

For rules with respect to a contract providing for annuity elements 
described in (5) of this subdivision, see subparagraph (2) of this 
paragraph. 

(2) If one or more of the annuity elements under a contract de- 
scribed in paragraph (a) (2) of § 1.72-2 provides for payments to 
which paragraph (b) (3) of § 1.72-2 applies — 

(i) With respect to the annuity elements to which paragraph (b) 
(3) of § 1.72-2 does not apply, an exclusion ratio shall be determined 
by dividing the portion of the investment in the entire contract which 
is properly allocable to all such elements (in the manner provided in 
paragraph (b) (3) (ii) of § 1.72-6) by the aggregate of the expected 
returns thereunder and such ratio shall be applied in the manner de- 
scribed in subdivision (i) of subparagraph (1) ; and 

(ii) With respect to the annuity elements to which paragraph (b) 
(3) of § 1.72-2 does apply, the investment in the entire contract 
shall be reduced by the portion thereof found in subdivision (i) of 
this subparagraph and the resulting amount shall be used to determine 
the extent to which the aggregate of the payments received during 
the taxable year under all such elements is excludable from gross 
income. The amount so excludable shall be allocated to each recipient 
under such elements in the same ratio that the total of the payments he 
receives each year bears to the total of the payments received by all 
such recipients during the year. The exclusion ratio with respect to 
the amounts so allocated shall be 100 percent. See paragraph (f ) (2) 
of § 1.72-5 and paragraph (b) (3) of § 1.72-6. 

§1.72-5 Expected Return. — (a) Expected return for but one 
life . — (1) If a contract to which section 72 applies provides that one 
annuitant is to receive a fixed monthly income for life, the expected 
return is determined by multiplying the total of the annuity payments 
to be received annually by the multiple shown in Table I ox § 1.72-9 
under the age (as of annuity starting date) and sex of the measuring 
life (usually the annuitant’s) . Thus, where a male purchases a con- 
tract providing for an immediate annuity of $100 per month for his life 
and, as of the annuity starting date (in this case the date of purchase), 
the annuitant’s age at his nearest birthday is 66, the expected return 
is computed as follows : 


Monthly payment of $100X12 months equals annual payment of $1, 200 

Multiple shown in Table I, male, age 66 14. 4 

Expected return ($1,200X14.4) $17,280 


(2) (i) If payments are to be made quarterly, semiannually, or 
annually, an adjustment of the applicable multiple shown in Table I 
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may be required. A further adjustment may be required where the 
interval between the annuity starting date and the date of the first 
varment is less than the interval between future payments. Neither 
adjustment shall be made, however, if the payments are to be made 
more frequently than quarterly. The amount of the adjustment, if 
any, is to be found in accordance with the following table : 


If the number of 
: whole months 

| from the annuity 

} starting date to 

i the first pay- 

: ment date is 

0-1 | 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

1 And payments 
' ur. the e-on- 
: tract are to be 

made: 

Annually 

;+0.5 

+0.4 

+0.3 

+0.2 

+0.1 

0 

0 

-0.1 

-0.2 

-0.3 

-0.4 

-0.5 

| Semiannually.. 

+.2 

+.1 

0 

0 

-.1 

-.2 















■ Quarterly 

+.1 

0 

-.1 
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Thus, for a male, age 66, the multiple found in Table I adjusted for 
quarterly^ payments the first of which is to made one full month after 
the annuity starting date, is 14.5 (14.4+.1) ; for semiannual pay- 
ments the first of which is to be made six full months from the annuity 
starting date, the adjusted multiple is 14.2 (14.4 -.2); for annual 
payments the first of which is to be made one full month from the 
annuity starting date, the adjusted multiple is 14.9 (14.4 + .5). If 
the annuitant in the example shown in subparagraph (1) of this para- 
graph were to receive an annual payment of "$1,200 commencing 12 
full months after his annuity starting date, the amount of the expected 
return would be $16,680 ($1,200X13.9 [14.4- .5] ) . 

(ii) Notwithstanding the table in subdivision (i) of this subpara- 
graph, adjustments of multiples for early or other than monthly pay- 
ments determined prior to February 19, 1956, under the table pre- 
scnbed m subparagraph (a) (4) of paragraph (1) of T. D. 6118 ap- 
P r ^ed December 30, 1954, need not be redetermined. ’ P 

o n i ra fu provides for fixed payments to be made to an 
annuitant until death or until the expiration of a specified limited 
period, whichever occurs earlier, the expected return of such tempo 
ran, life annuity is determined by multiplying the total of the an 

IV S ’hK 0 S receiv , ed a, ™ al ly by the multiple shown in Table 

1 \ of § l ; i _ 9 for the age (as of the annuity starting date) and sex of 

Pf™ v or example, if a male annuitant, age 60 (at his nearest 

whthev'er fs ^ 2 ° ^ IT* for five ^ « ™ti 1 he d?es 
$3,45 retUm Und6r SUch a Contract » 

uZme TawflT fofmle 8 a T|o S' 11 ?® 1 pa ^ ent of $720 

$3,456 
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The adjustment provided by subparagraph (2) of this paragraph shall 
not be made -with respect to the multiple found in Table IV. 

(4) If the contract provides for payments to be made to an annui- 
tant for his lifetime, but the amount of the annual payments is to be 
decreased after the expiration of a specified limited period, the ex- 
pected return is computed by considering the contract as a combina- 
tion of a whole life annuity for the smaller amount plus a temporary 
life annuity for an amount equal to the difference between the larger 
and the smaller amount. For example, if a male annuitant, age 60, 
is to receive $150 per month for five years or until his earlier death, and 
is to receive $90 per month for the remainder of his lifetime after such 
five years, the expected return is computed as if the annuitant’s con- 
tract consisted of a whole life annuity for $90 per month plus a five 
year temporary life annuity of $60 per month. In such circumstances, 
the expected return is computed as follows : 


Monthly jjayments of $90X12 months equals annual payment of $1, 080 

Multiple shown in Table I for male, age 60 IS. 2 

Expected return for whole life annuity of $1,080 per year $19, 656 

Expected return for 5 year temporary life annuity of $720 per year (as 

found in subparagraph (3)) 3,456 


Total expected return $23, 112 


If payments are to be made quarterly, semiannually, or annually, an 
appropriate adjustment of the multiple found in Table I for the whole 
life annuity should be made hi accordance with subparagraph (2) 
of this paragraph. 

(5) If the contract described hi subparagraph (4) of this para- 
graph provided that the amount of the annual payments to the annui- 
tant were to be increased (instead of decreased) after the expiration 
of a specified limited period, the expected return would be computed 
as if the annuitant’s contract consisted of a whole life annuity for 
the larger amount minus a temporary life annuity for an amount 
equal to the difference between the larger and smaller amount. Thus, 
if the annuitant described in subparagraph (4) of this paragraph 
were to receive $90 per month for five years or until his earlier death, 
and to receive $150 per month for the remainder of his lifetime after 
such five years, the expected return would be computed by subtracting 
the expected return under a five year temporary life annuity of $60 
per month from the expected return under a whole life annuity of 
$150 per month. In such circumstances, the expected return is com- 
puted as follows : 


Monthly payments of $150X12 months equals annual payment of $1, 800 

Multiple shown in Table I (male, age 60 ) 18. 2 

Expected return for annuity for whole life of $1,800 per year $32, 760 

Less expected return for 5 year temporary life annuity of $720 per 
year (as found in subparagraph (3) ) 3,456 


Net expected return $29,304 
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If payments are to be made quarterly, semiannually, or annually, an 
armropriate adjustment of the multiple found in Table I for the 
wiioledife annuity should be made in accordance with subparagraph 

(2) of this paragraph. 

(b) Expected returnunder joint and survivor and joint annuities . — 
(1) In the case of a joint and survivor annuity, contract involving 
two annuitants which provides the first annuitant with a fixed 
monthly income for life and, after the death of the first annuitant, 
provides an identical monthly income for life to a second annuitant, 
the expected return shall be determined by multiplying the total 
amount of the payments to be received annually by the multiple 
obtained from Table II of § 1.72-9 under the ages (as of the annuity 
starting date) and sexes of the living annuitants. For example, a 
husband purchases a joint and survivor annuity contract providing 
for payments of $100 per month for life, and, after his death, for 
the same amount to his wife for the remainder of her life. As of the 
annuity starting date his age at his nearest birthday is 70 and that 
of his wife at her nearest birthday is 67. The expected return is 
computed as follows : 


Monthly payments of $100 X 12 months equals annual payment of $1, 200 

Multiple shown in Table II (male, age 70 ; female, age 67) 19 7 

Expected return ($1,200X19.7) $23,640 


If payments are to be made quarterly, semiannually, or annually, an 
appropriate adjustment of the multiple found in Table II should be 
made in accordance with paragraph (a) (2) of this section. 

(2) If a contract of the type described in subparagraph (1) of this 
paragraph provides that a different (rather than an identical) 
monthly income is. payable to the second annuitant, the expected 
return is computed in the following manner. The applicable multiple 
in Table II is first found as in the example in subparagraph (1) of 
this paragraph The multiple applicable to the first annuitant is 
tnen round m Table I as though the contract were for a single life 
annuity. The multiple from Table I is then subtracted from the 
multiple obtamed from Table II and the resulting multiple is applied 
to the total payments to be received annually under the contract by 
the second annuitant. The result is the expected return with respect 
_ ie , ^cond annuitant. The portion of the expected return with 
respect to payments to be made during the first annuitant’s life is 
then computed by applying the multiple found in Table I to the 

contlaT a The P Sn/f S l t °* be by such annuitant under the 

SSteiv^ thf d T S i T ltbres P ect t0 each of the annuitants 

t0 ° btam tbe ex *> ected ^^r 


Example A husband purchases a joint and survivor annuitv 
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Multiple from Table II (male, age 70 ; female, age 67) 19- 7 

Multiple from Table I (male, age 70) 12. 1 

Difference (multiple applicable to second annuitant) 7. 6 


Portion of expected return, second annuitant ($600X7.6) $4, 560 

Portion of expected return, first annuitant ($1,200X12.1) $14, 520 


Expected under the contract $19, 080 


The expected return thus found, $19,080, is to be used in com- 
puting the amount to be excluded from gross income. Thus, if the 
investment in the contract in this example is $14,310, the exclusion 
$14 310 

ratio is |j~gQ , or 75 percent. The amount excludable from each 

monthly payment made to the husband is 75 percent of $100, or 
$75, and the .remaining $25 of each payment received by him shall 
be included in his gross income. After the husband’s death, the 
amount excludable by the second annuitant (the surviving wife) 
would be 75 percent of each monthly payment of $50, or $37.50, and 
the remaining $12.50 of each payment shall be included in her gross 
income. 


The same method is used if the payments are to be increased after 
the death of the first annuitant. Thus, if the payments to be made 
until the husband’s death were $50 per month and his widow were 
to receive $100 per month thereafter until her death, the 7.6 multiple 
in the above example would be applied to the $100 payments, yielding 
an expected return with respect to this portion of the annuity contract 
of $9,120 ($1,200X7.6). An expected return of $7,260 ($600X12.1) 
would be obtained with respect to the payments to be made the husband, 
yielding a total expected return under the contract of $16,380 ($9,120 
plus $7,260). If payments are to be made quarterly, semiannually, 
or annually, an appropriate adjustment of the multiples found in 
Tables I and II should be made in accordance with paragraph (a) (2) 
of this section. 

(3) In the case of a joint and survivor annuity contract in respect 
of which the first annuitant died in 1951, 1952, or 1953, and the basis of 
the surviving annuitant’s interest in the contract was determinable 
under section 113(a) (5) of the Internal Revenue Code of 1939, such 
basis shall be considered the “aggregate of premiums or other con- 
sideration paid” by the surviving annuitant for the contract. 
(For rules governing this determination, see 26 CFR (1939) 
§§. 39.22(b) (2) -2 and 39.113(a) (5)-l [Regulations 118].) In deter- 
mining such an annuitant’s investment in the contract, such aggregate 
shall be reduced by any amounts received under the contract by the 
surviving annuitant before the annuity starting date, to the extent 
such amounts were excludable from his gross income at the time of 
receipt. The expected return of the surviving annuitant in such cases 
shall be determined in the manner prescribed in paragraph (a) of this 
section, as though the surviving annuitant alone were involved. For 
this purpose, the appropriate multiple for the survivor shall be ob- 
tained from Table I as of the annuity starting date determined hi 
accordance with paragraph (b) (2) (i) of § 1.72-4. 
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(4 j If a contract involving two annuitants provides for fixed month- 
lv payments to be made as a joint life annuity until the death of the 
first annuitant to die (in other words, only as long as both remain 
h the exnected return under such contract shall be determined by 
v::.g zhe total of the annuity payments to be received annually 
under the contract by the multiple obtained from Table IIA of § 1.72-9 
under the ages (as of the annuity starting date) and sexes of the an- 
nuitants. If, however, payments are to be made under the contract 
quarterly, semiannually, or annually, an appropriate adjustment of the 
multiple found in Table IIA shall be made in accordance with 
paragraph (a) (2) of this section. 

1 5) If a joint and survivor annuity contract involving two annui- 
tants provides that a specified amount shall be paid during their 
joint lives and a different specified amount shall be paid to the survivor 
upon the death of whichever of the annuitants is the first to die, the fol- 
lowing preliminary computation shall be made in all cases preparatory 
to determining the expected return under the contract : 


(i) From Table II, obtain the multiple under both of the an- 
nuitants 5 ages (as of the annuity starting date) and their appro- 
priate sexes; 

(ii > From Table IIA, obtain the multiple applicable to both 
annuitants 5 ages (as of the annuity starting date) and their appro- 
priate sexes: 

>:ii) Apply the multiple found in subdivision (i) of this sub- 
psragraph to the total of the amounts to be received annually after 
zhe death of the first to die ; and 

(iv) Apply the multiple found in subdivision (ii) of this sub- 
paragraph to the difference between the total of the amounts to 
be received annually before and the total of the amounts to be re- 
ceived annually after the death of the first to die. 


If the original annual payment is in excess of the annual payment to 
be made after the death of the first to die, the expected return is the 
sum of the amounts determined under subdivisions (iii) and (iv) of 
this subparagraph. This may be illustrated by the following example : 

£,ijtnp:e. A husband purchases a joint and survivor annuitv 
provide- for payments of $100 a month for as long as both he and 
■f hve - _.. a w a “ er tbe death of the first to die, payments to 
the survivor of $ < 5 a month for life. As of the annuity starting date, 

bSfaS !r e %i St blrth fT is 7° and that of his at nearest 

as folloVsf 67 ' ^ erpeCt6d retum under the contract is computed 


MnJtJ p J e from JTable II (male, age 70; female, aae 671 10 i 

Multiple from Table IIA (male, age 70 ; female. Ve 671 « l 

p omon o f expected return 93 

P °at* Sst deatlp C ' ted X 9 .3— VmounT'oT "change ~ i 


m sum 


$17, 730 
2, 790 


$20, 520 


Expected return under the contract . 

SputtngX^om^to $20 ’ 520 ’ is t0 beii sed in 

P g tne amount to be excluded from gross income. Thus, 

§ i.72-5(b)(4) 



41 


if the investment in the contract is $17,887, the exclusion ratio is 

QO>7 

$9Q , 590 ? ° r ^ ^ P ercent ‘ The amount excludable from each monthly 

payment made while both are alive is 87.2 percent of $100, or $87.20 
and the remaining $12.80 of each payment shall be included in gross 
income. After the death of the first to die, the amount excludable 
by the survivor shall be 87.2 percent of each monthly payment of $75, 
or $65.40, and the remaining $9.60 of each payment shall be included 
in gross income. 

If the original annual payment is less than the annual payment to be 
made after the death of the first to die, the expected return is the dif- 
ference between the amounts determined under subdivisions (iii) and 
(iv), above. If, however, payments are to be made quarterly, semi- 
annually, or annually under the contract, the multiples obtained from 
both Tables II and II A shall first be adjusted in a manner prescribed in 
paragraph (a) (2) of this section. 

(6) If a contract provides for the payment of life annuities to two 
persons during their respective lives and, after the death of one (with- 
out regard to which one dies first), provides that the survivor shall 
receive for life both his own annuity payments and the payments 
made formerly to the deceased person, the expected return shall be 
determined in accordance with paragraph (e) (4) of this section. 

(7) If paragraph (b)(3) of § 1.72-2 applies to payments provided 
under a contract and this paragraph applies to such payments, the 
principles of this paragraph shall be used in making the computations 
described in paragraph (d) (3) § 1.72-4. This may be illustrated by 
the following examples : 

Example (I). Taxpayer A, a male age 63, pays $24,000 for a 
contract which provides that the proceeds (both income and return 
of capital) from eight units of an investment fund shall be paid 
monthly to him for his life and that after his death the proceeds 
from six such units shall be paid monthly to B, a female age 55, for 
her life, the portion of the investment in the contract allocable to 
each taxable year of A is $955.20 and that allocable to each taxable 
year of B is $716.40. This is determined in the following manner : 


Multiple from Table II (male, age 63 ; and female, age 55) — 28. 1 

Number of units to be paid, in effect, as a joint and survivor 

annuity 6 


Number of total annual unit payments anticipatable with 

respect to the joint and survivor annuity element 168. 6 

Multiple from Table I (male, age 63) 16.2 

Number of units to be paid in effect, as a single life annuity 2 


Number of total annual unit payments anticipatable with 

respect to A alone 32. 4 

Total number of unit payments anticipatable 201 


Portion of investment in the contract allocable to unit 

payments ($24,000-^-201) on an annual basis $119.40 

Number of units payable to A while he continues to live 8 
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Portion of the investment in the contract allocable to each 


taxable year of A $955. 20 


Portion of investment in the contract allocable to unit 

payments ($24,000 -—201) on an annual basis $119. 40 

Number of units payable to B for her life after A’s death — 6 


Portion of the investment in the contract allocable to each 

taxable year of B ' $716. 40 


whether or 

* — in Table I. 

Example (2). Assume that Taxpayer A in example (1) receives 
payments for five years which are at least as large as the portion of 
the investment in the contract allocable to such years, but in the sixth 
year he receives a total on only $626.40 rather than the $955.20 allo- 
cable to such year. A is 69 and B is 61 at the beginning of the first 
monthly period for which an amount is payable in the seventh tax- 
able year. A makes the election in that year provided under 
§ 1.72-4(d) (3). The difference between the portion of the invest- 
ment in the contract allocable to the sixth year and the amount 
actually received in that year is $328.80 ($955.20 less $626.40). 
In this case, 139.2 unit payments are anticipatable (on an annual 
basis), since the appropriate multiple from Table II of § 1.72-9, 
23.2 ? multiplied by the number of units payable, in effect, as a joint 
and survivor annuity yields this result (6X23.2). A 5 s appropriate 
multiple from Table I of § 1.72-9 for the two units which will cease 
to be paid at his death is 12.6, and the total number of unit payments 
mticipatable (on an annual basis) is, therefore, 164.4 (2X12.6 plus 
K>9.2). Dividing the difference previously found ($328.80) by the 
total number of unit payments thus determined (164.4) indicates 
that A will have an additional allocation of the investment in the 



, . ? ..*****»«tw un cvv-Lvu-uiunodi cnjLu<jct tJLuii 01 me invest- 

S“ the contract of $12 (6 units X $2) to each taxable year in 

of Th.T’fT 68 !! 12 ?. 0n ^ Iy Payments subsequent to the death 
f he total allocable to each taxable year of A is therefore 
v9 d~ 0 ’ a ? d /^ at allocable to each taxable year of B will be $728.4o’ 

hffr/ii; Ihtf exam E le had di ed at the end of the 

Sifingn fth + “ f- th ? ea , r ® would have received a payment of 
$469.80 (that portion of the $626.40 that A would have received 

Sh^l^dveTl^fiO ? at ^ t0 8 units ) and would 

inus nave received $246.60 less than the portion of the investment 
taxable C v^ S^ nall y. deter mmed to be allocable to each of he^ 

determined alfocation of’ $n6.m dmg * reSUlt to her ot W^ D 7 


$716.40 

(c) Expected return for term certain, 
§ 1.72-5(c) 
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providing for specific periodic payments which are to he paid for a 
term certain such as a fixed number of months or years, without regard 
to life expectancy, the expected return is determined by multiplying 
the fixed number of years or months for which payments are to be made 
on or after the annuity starting date by the amount of the payment 
provided in the contract for each such period. 

(d) Expected return with respect to amount certain. — In the case 
of contracts involving no life or lives as a measurement of their dura- 
tion, but under which a determinable total amount is to be paid in 
installments of lesser amounts paid at periodic intervals, the expected 
return shall be the total amount guaranteed. If an amount is to be 
paid periodically until a fund plus interest at a fixed rate is exhausted, 
but further payments may be made thereafter because of earnings at 
a higher interest rate, this paragraph shall apply to the total amount 
anticipatable as a result of the amount of the fund plus the fixed 
interest thereon. Any amount which may be paid as the result of 
earnings at a greater interest rate shall be disregarded in determining 
the expected return. If such an amount is later received, it shall be 
considered an amount not received as an annuity after the annuity 
starting date. See paragraph (b) (2) of § 1.72-11. 

(e) Expected return where two or more annuity elements providing 
for fixed payments are acquired for a single consideration. — (1) In 
the case of a contract described in paragraph (a) (2) of § 1.72-2, which 
provides for specified payments to be made under two or more annuity 
elements, the expected return shall be found for the contract as a whole 
by aggregating the expected returns found with respect to each 
annuity element. If individual life annuity elements are involved 
(including joint and survivor annuities where the primary annuitant 
died before January 1, 1954) , expected return for each of them shall be 
determined in the manner prescribed in paragraph (a) of this section. 
If joint and survivor annuity elements are involved, the expected re- 
turn for such elements shall be determined under the appropriate sub- 
paragraph of paragraph (b) of this section. If terms certain or 
amounts certain are involved, the expected returns for such elements 
shall be determined under paragraph (c) or (d) of this section, 
respectively. 

(2) The aggregate expected return found in accordance with the 
rules set forth in subparagraph (1) shall constitute the expected re- 
turn for the contract as a whole. The investment in the contract shall 
be divided by the amount thus determined to obtain the exclusion 
ratio for the contract as a whole. This exclusion ratio shall be applied 
to all amounts received as an annuity under the contract by any 
recipient (in accordance with the provisions of § 1.72-4) , except in the 
case of amounts received by a surviving annuitant under a joint and 
survivor annuity element to which the provisions of section 72 (i) and 
paragraph (b) (3) of this section would apply if it were a separate 
contract. See subparagraph (3) of this paragraph. 

(3) In the case of a contract providing two or more annuity ele- 
ments, one of which is a joint and survivor annuity element of the type 
described in section 72 (i) and paragraph (b) (3) of this section, the 
general exclusion ratio for the contract as a whole, for the purpose of 
computations with respect to all the other annuity elements, shall be 

§ 1.72-5 (e) (3) 
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determined in accordance ^ ^“clusion 0 ratio shalf thereafter 

and i2i of this paragraph. A spe i ■ < rece iving payments under 

be determined for the surviving »tent rec lemi W ph (b) (3) 

the annuity element described m s > _ the contract and the expected 

of this section by using the rnvestn , provisions of paragraph 

return determined m accordance with the provisions y a y 

<b <4? ^t&X a contract providing for payments to be mad^to 
two^rTons inthe manner described to pmggg S r f t lo j^nt 

* fed for eMh penod > see 

(f\ of this section. , « 

* “<‘f T'g.-eperfed return with respect to obligations providing for pay- 
described in paragraph (b) (3) of %lM-( 1) If a contract 
to which section 72 applies provides oidy for payments to be made m 
a manner described in paragraph (b)(3) of § 1.72-2 the expected 
return for such contract as a whole shall be an amount equal to the 
investment in the contract found in accordance with section 72(c) (1) 
and § 1.72-6, as adjusted for any refund feature m accordance with 
8 1 79-7 

(2) If a contract to which section 72 applies provides for annuity 
elements, one or more of which (hut not all) provide for payments to 
be made in a manner described in paragraph (b) (3) of § 1.72-2 — 


(i) With respect to the portion of the contract providing for 
annuity elements to which paragraph (b) (3) of § 1.72-2 does not 
apply, "the expected return shall be the aggregate of the expected 
returns found for each of such elements in accordance with the 
appropriate paragraph of this section ; and 

(ii) With respect to all annuity elements to which paragraph 
(b) (3) of § 1.72-2 does apply, the expected return for all such ele- 
ments' shall be an amount equal to the portion of the investment 
in the contract allocable to such elements in accordance with the 
provisions of paragraph (e) (2) (ii) of § 1.72-4 and paragraph 
(b) (3) (ii) (b) of § 1.72-6. 

§ 1.72-6 Investment in the Contract. — (a) General rule.—( 1) 
For the purpose of computing the “investment in the contract”, it is 
first necessary to determine the “aggregate amount of premiums or 
other consideration paid” for such contract. See section 72(c) (1). 
His determination is made as of the later of the annuity starting date 
of the contract or the date on which an amount is first received there- 
under as an annuity. The amount so found is then reduced by the 

§ 17245(e)(4) 
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sum of the following amounts in order to find the investment in the 
contract : 

(i) The total amount of any return of premiums or dividends 
received (including unrepaid loans or dividends applied against 
the principal or interest on such loans) on or before the date on 
which the foregoing determination is made, and 

(ii) The total of any other amounts received with respect to the 
contract on or before such date which were excludable from the 
gross income of the recipient under the income tax law applicable 
at the time of receipt. 

Amounts to which subdivision (ii) applies shall include, for example, 
amounts considered to be return of premiums or other consideration 
paid under section 22(b) (2) of the Internal Revenue Code of 1939 
and amounts considered to be an employer-provided death benefit 
under section 22(b) (1) (B) of such Code. For rules relating to the 
extent to which an employee or his beneficiary may include employer 
contributions in the aggregate amount of premiums or other consid- 
eration paid, see § 1.72-8. 

(2) For the purpose of subparagraph (1), amounts received subse- 
quent to the receipt of an amount as an annuity or subsequent to the 
annuity starting date, whichever is the later, shall be disregarded. 
See, however, § 1.72-11. 

(3) The application of this paragraph may be illustrated by the 
following examples : 

Example (7). In 1950, B purchased an annuity contract for 
$10,000 which was to provide him with an annuity of $1,000 per year 
for life. He received $1,000 in each of the years 1950, 1951, 1952, and 
1953, prior to the annuity starting date (January 1, 1954). Under 
the Internal Revenue Code of 1939, $300 of each of these payments 
(3% of $10,000) was includible in his gross income, and the remain- 
ing $700 was excludable therefrom during each of the taxable years 
mentioned. In computing B’s investment in the contract as of Jan- 
uary 1, 1954, the total amount excludable from his gross income 
during the years 1950 through 1953 ($2,800) must be substracted 
from the consideration paid ($10,000). Accordingly, B’s investment 
in the contract as of January 1, 1954, is $7,200 ($10,000 less $2,800). 

Example (2 ) . In 1945, C contracted for an annuity to be paid to 
him beginning December 31, 1960. In 1945 and in each successive 
year until 1960, he paid a premium of $5,000. Assuming he receives 
no payments of any kind under the contract until the date on which 
he receives the first annual payment as an annuity (December 31, 
I960) , his investment in the contract as of the annuity starting date 
(December 31, 1959) will be $75,000 ($5,000 paid each year for the 
15 years from 1945 to 1959, inclusive) . 

Example (3). Assume the same facts as in example (2), except 
that prior to the annuity starting date C has already received from 
the insurer dividends of $1,000 each in 1949, 1954, and 1959, such 
dividends not being includible in his gross income in any of those 
years. C’s investment in the contract, as of the annuity starting date, 
will then be $72,000 ($75,000-$3,000) . 


416926°— 57 4 
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(fa) Allocation of the investment in the contract where two or more 
annuity elements are acquired for a single consideration . — (1) In the 
ease of a contract described in § 1.72-2 (a) (2) which provides for two 
or more annuity elements, the investment in the contract determined 
under paragraph (a) shall be allocated to each of the annuity elements 
in die ratio that the expected return under each annuity element bears 
to the aggregate of the expected returns under all the annuity elements. 
The exclusion ratio for the contract as a whole shall be determined 
fay dividing the investment in the contract (after adjustment for the 
present value of any or all refund features) by the aggregate of the 
expected returns under all the annuity elements. Thus, if a contract 
provides for annuity payments of $1,000 per year for life (with no 
refund feature) to both A and B, a male and female, respectively, each 
70 years of age as of the annuity starting date, and such contract is 
acquired for consideration of $19,575 (without regard to whether paid 
by A, B, or both) , the investment in the contract shall be allocated by 
determining the exclusion ratio for the contract as a whole in the 
following manner: 

Expectancy of A under Table I and § 1.72-5 (a) (2) , 11.6 (12.1— .5) , mul- 

_ r: > : — Shooo $n, 600 

fccunoj of B computed in a similar manner 

00X14.5 [15.0— .5] ) 14, 500 


Total expected return ^26, 100 

Tiie exclusion ratio for both A and B is then or 75 percent. 

A and B shall each exclude from gross income three-fourths ($750) 
of each $1,000 annual payment received and shall include the remain- 
mgane-fonrth ($250) of each $1,000 annual payment received in gross 

^ the case of a contract providing for specified annual annuity 
payments to be made to two persons during their joint lives and the 
ffvnTff f- t! r, ag f/ e § ate of tlie t . wo individual payments to the sur- 

Iccor^rf.? 1S y?li he mY ^ ment i n the contract shall be allocated in 
aecoi dance with the provisions of subparagraph (1). For this nur- 

p«e. the investment in the contract (without regard to the fact that 

“ a 7 have been contributed by the two annuitants) 

1 1 72 sfeTilf b U hB eXP H Ct€d ^ ******* in accorTnce S 
® I* U (4). The resulting exclusion ratio shall then be annlieri fn 

l I s receI ™( as y either ennSt “t PP *° 

‘ V 111 t!ie case a contract providing two or more nmmU-T T au 

PASV 0 - be m f de in . a 

in ^ made 

SSrS by S* I Spi“ 1 b'?ao»“? d “ ‘h basis of tbe emonnte 

to be excludable under tha/se^io^ determined 

ratio as the total of the amounts receivedby bSSs toxSle ye“r 
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bears to the total of the amounts received by all recipients during the 
same period ; and 

(ii) If one or more, but not all, of the annuity elements provide 
for payments to be made in a maimer described in paragraph (b) (3) 
of §1.72-2— 

( a ) With respect to all annuity elements to which that section 
does not apply, the investment in the contract for all such elements 
shall be the portion of the investment in the contract as a whole 
(found in accordance with the provisions of this section) which is 
properly allocable to all such elements ; and 

(&) With respect to all annuity elements to which paragraph 

(b) (3) of § 1.72-2 does apply, the investment in the contract for all 
such elements shall be the investment in the contract as a whole 
(found in accordance with the provisions of this section) as re- 
duced by the portion thereof determined under subdivision (a) 
of this subdivision. 

For the purpose of determining, pursuant to (a) of this subdivision, 
the portion of the investment in the contract as a whole properly 
allocable to a particular annuity element, reference shall be made 
to the present value of such annuity element determined in accord- 
ance with paragraph (e) (1) (iii) (&) of § 1.101-2. 

(c) Special rules . — (1) For the special rule for determining the in- 
vestment in the contract for a surviving annuitant in cases where the 
prior annuitant of a joint and survivor annuity contract died in 1951, 
1952, or 1953, see paragraph (b) (3) of § 1.72-5. # 

(2) For special rules relating to the determination of the invest- 
ment in the contract where employer contributions are involved, see 
§ 1.72-8. See also paragraph (a) (3) (i) of § L402(a)-1 for a special 
rule relating to the determination of the premiums or other considera- 
tion paid for a contract where an employee is taxable on the premiums 
paid for life insurance protection that is purchased by and considered 
to be a distribution from an exempt employees’ trust. 

(3) For the determination of an adjustment in investment in the 
contract in cases where a contract contains a refund feature, see 
§ 1.72-7. 

§ 1 .72-7 Adjustment in Investment W here a Contract Contains 
a Refund Feature. — (a) Definition of a contract containing a refund 
feature . — A contract to which section 72 applies, contains a refund 
feature if — 

(1) The total amount receivable as an annuity under such con- 
tract depends, in whole or in part, on the continuing life of one or 
more persons, 

(2) The contract provides for payments to be made to a bene- 
ficiary or the estate of an annuitant on or after the death of the 
annuitant if a specified amount or a stated number of payments 
has not been paid to the annuitant or annuitants prior to death, 
and 

(3) Such payments are in the nature of a refund of the con- 
sideration paid. See paragraph (c) (1) of § 1.72-11. 

(b) Adjustment of investment for the refund feature in the case 
of a single life annuity— Where a single life annuity contract to which 

§ 1.72-7(b) 
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section 72 applies contains a refund feature and tlie special rule of 
ur.:r::.irri:nl: ( cl ) does not apply, the investment in the contract shall be 
in the following manner : 

( 1 ) Determine the number of years necessary for the guaran- 
teed amount to be fully paid by dividing the maximum amount 
guaranteed as of the annuity starting date by the amount to be 
received annually under the contract to the extent such amount re- 
duces the guaranteed amount. The number of years should bo 
stated in terms of the nearest whole year, considering for this pur- 
pose a fraction of one-half or more as an additional whole year. 

fg) Consult Table III of § 1.72-9 for the appropriate percent- 
age under the whole number of years found in (1) and the age (as 
of the annuity starting date) and sex of the annuitant. 

(3) Multiply the percentage found in (2) by whichever of the 
following is die smaller: (i) the investment in the contract found 
in accordance with § 1.72-6 or (ii) the total amount guaranteed 
as of the annuity starting date. 

(4) Subtract the amount found in subparagraph (3) of this para- 
graph from the investment in the contract found in accordance with 
1 1.72-6. 


The resulting amount is the investment in the contract adjusted for 
the present value of the refund feature without discount for interest 
and is to be used in determining the exclusion ratio to be applied to 
the payments received as an annuity. The percentage found in Table 
III shall not be adjusted in a manner described in paragraph (a) (2) 
of | 1.72—5. These principles may be illustrated by the following 
example : 

Emmple . On January 1, 1954, a husband, age 65, purchased for 
$21,053, an immediate installment refund annuity payable $100 
per month for life. The contract provided that in the event the 
husband did not live long enough to recover the full purchase 
price, payments were to be made to his wife until the total payments 
under the contract equaled the purchase price. The investment in 
the contract adjusted for the purpose of determining the exclusion 
ratio is computed in the following maimer : 


Cost of the annuity contract (investment in the contract, 

unadjusted) _ _ 

Amount to be received annually ZZIIIZ " 

Number of years for which payment guaranteed ($21,053 

divided by $1,200 ) ___ 

Hounded to nearest whole number of years 
Percentage located in Table III for age~65~Tage ”of "the 
annuitant as of the annuity starting date) and 18 (the 
number of whole years) 

8n r30f7 ££ (r|i the refttnd fea * nre *° the "nearest 'dollar 


$1, 200 

17. 5 
18 

30% 


$21, 053 


$6, 316 


Investment In the contract adjusted for the 
refund feature without discount for interest. 


present value of the 


$14, 737 


If, ia the above example, the guaranteed amount had exceeded the in- 
vestment m the contract, the .percentage found in Table III should 
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have been applied to the lesser of these amounts since any excess of the 
guaranteed amount over the investment in the contract (as found under 
§ 1.72-6) would not have constituted a refund of premiums or other 
consideration paid. In such a case, however, a different multiple 
might have been obtained from Table III since the number of years 
for which payments were guaranteed would have been greater. 

(c ) Adjustment of investment for the refund feature in the ease of 
a joint and survivor annuity . — (1) Where a joint and survivor annuity 
contract described in paragraph (b)(1) or (6) of § 1.72-5 contains 
a refund feature and the special rule of paragraph (d) does not apply, 
the investment in the contract shall be adjusted in the following man- 
ner : 

(i) Determine the number of years necessary for the guaran- 
teed amount to be fully paid by dividing the maximum amount 
guaranteed as of the annuity starting date by the amount to be 
received annually under the contract. The number of years should 
be stated in terms of the nearest whole year, considering for this 
purpose a fraction of one-half or more as an additional whole year. 

(ii) Consult Table III of § 1.72-9 for the appropriate percent- 
ages under the whole number of years found in (i) and the age 
(as of the annuity starting date) and sex of each annuitant. If 
the annuitants are not of the same sex, substitute for the female 
annuitant a male annuitant 5 years younger, or for the male annu- 
itant a female annuitant 5 years older, so that Table III will be 
entered in both cases with the ages of annuitants of the same sex. 

(iii) Find the sum of the two percentages found in accordance 
with subdivision (ii) of this subparagraph. 

(iv) To the age of the elder of the two annuitants (as deter- 
mined under subdivision (ii) of this subparagraph), add the num- 
ber of years (indicated in the table below) opposite the number of 
years by which such annuitants 5 ages differ : 


Number of years difference in age (two male annuitants or two female annuitants) 


Addition to 
older age 
in years 


0 to 1, inclusive— 
2 to 3, inclusive— 
4 to 5, inclusive— 
6 to 8, inclusive— 
9 to 11, inclusive— 
12 to 15, inclusive. 
16 to 20, inclusive. 
21 to 27, inclusive. 
28 to 42, inclusive. 
Over 42 


(v) Consult Table III for the appropriate. percentage under the 
whole number of years found in subdivision (i) and the sex and a^e 
of the elder annuitant as adjusted under subdivision (iv) of this 
subparagraph. 
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(vi) Subtract the percentage obtained in subdivision (v) of this 
subparagraph from the sum of the percentages found under sub- 
division (hi) of this subparagraph. If the result is less than one, 
subdivisions (vii) and (viii) of this subparagraph shall be dis- 
regarded and no adjustment made to the investment in the contract. 

(vii) Multiply the percentage found in subdivision (vi) of this 
subparagraph by whichever of the following is the smaller : (a) the 
investment in the contract found in accordance with § 1.72-6 or 
(b) the total amount guaranteed as of the annuity starting date. 

(viii) Subtract the amount found in subdivision (vii) of this 
subparagraph from the investment in the contract found in accord- 
ance with § 1.72-6. 


(2) The computation provided in subparagraph (1) of this para- 
graph for a case to which it applies may be illustrated by the following 

example : 

Example. A husband, age 70, purchases a joint and last survivor 
annuity for $33,050. The contract provides for payments of $100 a 
month to be paid first to himself for life and then to B, his 40-year 
old daughter, if she survives him. The contract further provides 
that in the event both die before ten years’ payments have been 
made, payments will be continued to C, a beneficiary, or to C’s 
estate, until ten years’ payments have been made. The investment 
in the contract adjusted for the purpose of determining the exclu- 
sion ratio is computed in the following manner : 

! tlle annuit ^ contract (investment in the contract, unad- 

Gwranteed amount ($l~200xTd)™r”rrrrr”rrZIIIIIIir$i2~000 ° 5 ° 
Percentage in Table III for male, age 70 (or female, age 75) * 

for duration of the guarantee (10) 2W 

Percentage in Table III for female, age 40 (or male, age 35) 
for duration of the guarantee (10) * ' 2 % 

*Snm of percentages obtained __ _ EEE 

Difference in years of age between twa'matei"^ 70~and~35 

(or two females, aged 75 and 40) ok 

Addition, in years, to older age .. 

P t r ‘t n : a , ge in Table 111 for male one year oWerTharTthe 

Percentages" obtained' ( 23% Tess22%) II 2 w! 

Be of the refund feature to the nearest dollar (1% of §12,000) 120 

In S£ at the “ ntract adj ' nste<i present value of the refund 

930 

the “-Potions 

1 J Paragraph (d) (3) of § 1.72-4 and paragraph (b) (7) of 
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§1.72-5. In the case of the guarantee of a specified amount, the 
adjustment shall be m^de by applying the appropriate multiple from 
Table III, as otherwise determined under this section, to the invest- 
ment in the contract or the guaranteed amount, whichever is the 
lesser. The guarantee period shall be found by dividing the amount 
guaranteed by an amount determined by placing the payments received 
during the first taxable year (to the extent such payments reduce the 
guaranteed amount) on an annual basis. Thus, if monthly payments 
are first received by a taxpayer on a calendar year basis in August, 
his total payments (to the extent that they reduce the guaranteed 
amount) for the taxable year would be divided by 5 and multiplied 
by 12. The guaranteed amount would then be divided by the result 
of this computation to obtain the guarantee period. If the contract 
merely guarantees that proceeds from a unit or units of a fund shall 
be paid for a fixed number of years or the life (or lives) of an annui- 
tant (or annuitants), whichever is the longer, the fixed number of 
years is the guarantee period. The appropriate percentage in Table 
III shall be applied to whichever of the following is the smaller: 
(i) the investment in the contract; or (ii) the product of the pay- 
ments received in the first taxable year, placed on an annual basis, 
multiplied by the number of years for which payment of the proceeds 
of a unit or units is guaranteed. 

(2) The principles of this paragraph may be illustrated by the fol- 
lowing example : 

Example, Taxpayer A, a 50-year old male, purchases for $25,000, 
a contract which provides for variable monthly payments to be paid 
to him for his life. The contract also provides that if he should die 
before receiving payments for fifteen years, payments shall continue 
according to the original formula to his estate or beneficiary until 
payments have been made for that period. Beginning with the 
month of September, A receives payments which total $450 for the 
first taxable year of receipt. This amount, placed on an annual 
basis, is $1,350 ($450 divided by 4, or $112.50; $112.50 multiplied, 
by 12, or $1,350). The guaranteed amount is considered to be 
$20,250 ($1,350X15), and the multiple from Table III (found in 
the same manner as in paragraph (b) of this section), 9 percent, ap- 
plied to $20,250 (since this amount is less than the investment in 
the contract) , results in a refund adjustment of $1,822.50. The latter 
amount, subtracted from the investment in the contract of $25,000, 
results in an adjusted investment in the contract of $23,177.50. If 
A dies before receiving payments for 15 years and the remaining 
payments are made to B, his beneficiary, B shall exclude the entire 
amount of such payments from his gross income until the amounts 
so received by B, together with the amounts received by A and 
excludable from A’s gross income, equal or exceed $25,000. Any 
excess and any payments thereafter received by B shall be fully 
includible in gross income. 

(e) Adjustment of the investment in the contract where more than 
one annuity element is provided for a single consideration. In the 
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ease of contracts to which paragraph (b) of § 1.72-6 applies for the 
purpose of allocating the investment in the contract to two or more 
annuity elements which are provided for a single consideration, if one 
or more of such elements involves a refund feature, the portion of the 
investment in the contract properly allocable to each such element shall 
be adjusted for the refund feature before aggregating all the invest- 
ments in order to obtain the exclusion ratio which is to apply to the 
contract as a whole. For example, if Taxpayer A, an insured 70 years 
of age, upon maturity of an endowment policy which cost him a net 
amount of $*C.0 ! ‘s0, elected a dual settlement consisting of (1) monthly 
payments for his life aggregating $4,146 per year with 10 years’ pay- 
ments certain, and (2) monthly payments for his 60-year old brother, 
B. amrrearating $2,820 per year with 20 years’ payments certain, the 
■ x ratio to be used by both A and B would be determined in 

the following manner : 


A*s expected return (A’s payments per year of $4,146 
multiplied by bis life expectancy from Table I of 

mi $50,166.60 

B’s “xpe'ted return (B’s payments per year of $2,820 
m'XrlpliHd by his life expectancy from Table I of 
18.2) 51,324.00 


Sam of expected returns to be used in determining exclusion ratio— $101, 490. 60 


Percentage of total expected return attributable to A’s 

expectancy of life { $50, 166.60-e $101, 490.60) 

Percentage of total expected return attributable to B’s 

expectancy of life f $51, 324-e$101, 490.60) 

Port! , a of investment in tbe contract allocable to A’s 

annuity (49.4% of $86,000) 

Portion of investment in tbe contract allocable to B’s 

annuity (50.6% of $86,000) 

1 altie of tbe refund feature with respect to A’s annuity 
(percentage from Table III for male, age 70, and 
duration 10, or 21%, multiplied by lesser of guaran- 
teed amount and allocable portion of investment in 
the contract, $41,460) 


49. 4% 

50. 6% 
$42, 484. 00 
$43, 516. 00 


$8, 707. 00 


A s allocable portion of tbe investment in tbe contract adjusted for 

refund feature ($42,484 less $8,707.00) 

\ aloe of tbe refund feature with respect to B’s annuity"” 
(percentage from. Table III for male, age 60, and 
duration -0, or 25%, multiplied by lesser of guaran- 
teed amount and allocable portion of investment in 
the contract, $43,516) $10,879.00 

B’s allocable portion of the investment in the contract adinsfed fm- 
refund feature ($43,516 less S10.879.0Ot aCt ad3nsted tor 

Sl tatet Bfter n frt?nt^ l0< ? b i e P 0100118 of the investment in the con- 
tract after adjustment for tbe refund feature 

invest- 

from above, $101,490.60) ' ’ d Vlded ^ ®“ e expected return 


$33, 777. 00 


32, 637. 00 


6, 414. 00 


65. 4% 
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§ 1,72-8 Effect of Certain Employer Contributions With Re- 
spect to Premiums or Other Consideration Paid or Contributed 
by an Employee. — (a) Contributions in the nature of compensation . — 
(1) Section 72(f) provides that, for the purposes of section 72(c), 
(d), and (e), amounts contributed by an employer for the benefit- of 
an employee or his beneficiaries shall constitute consideration paid 
or contributed by the employee to the extent that — 

(i) Such amounts were includible in the gross income of the 
employee under this subtitle or prior income tax laws, or 

(ii) Such amounts would not have been includible in the gross 
income of the employee at the time contributed had they "been 
paid directly to the employee at that time. 

Amounts to which subdivision (i) of this subparagraph applies in- 
clude, for example, contributions made by an employer to or under 
a trust or plan which fails to qualify under the provisions of section 
401(a), provided that the employee’s rights to such contributions or 
under the plan are nonforfeitable at the time the contributions are 
made. See sections 402(b) and 403(b) and the regulations thereunder. 
This subdivision also applies to premiums paid by an employer for 
life insurance protection for an employee if such premiums are in- 
cludible in the gross income of the employee when paid. See para- 
graph (d) of § 1.403(a)-!. However, such premiums shall only 
be considered as premiums and other consideration paid by the em- 
ployee with respect to any benefits attributable to the contract provid- 
ing the life insurance protection. See paragraph (a) (3) (i) of 
§ 1.402 ( a) -1. Amounts to which subdivision (ii) applies include, for 
example, contributions made by an employer after December 31, 
1950, if made on account of foreign services rendered by an employee 
during a period in which the employee qualified as a bona fide resident 
of a foreign country under section 911(a) or under section 116(a) of 
the Internal Revenue Code of 1939. In such a case, it would be 
immaterial whether such contributions were made under a qualified 
plan or otherwise. On the other hand, if contributions are made by 
an employer to a qualified plan at a time when compensation paid 
directly to the employee concerned with respect to the same services 
rendered would have been includible in tlie gross income of the 
employee, such as in the case of an employee of a State government 
where contributions are made in 1955 with respect to services rendered 
by the employee prior to the year 1939, subdivision (ii) does not apply 
to such contributions. If contributions made by an employer are 
made with respect to both foreign service and domestic service of 
the employee, subdivision (ii) shall apply only to the portion of the 
contributions of the employer which bears the same ratio to the total 
employer contributions as the total other compensation of the em- 
ployee attributable to his foreign service bears to the total other 
compensation paid to the employee for both his foreign and domestic 
services and shall in no event exceed the amount which would have 
been excludable if paid directly to the employee as compensation. 
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(2) Amounts contributed by an employer which were not includible 
in the gross income of the employee under this subtitle or prior income 
tax laws, but which would have been includible therein had they been 
paid directly to the employee, do not constitute consideration paid 
or contributed by the employee for the purposes of section 72. For 
example, contributions made by an employer under a qualified em- 
ployees’ trust or plan, which contributions would have been includible 
in the gross income of the employee had such contributions been paid 
to him directly as compensation, do not constitute consideration paid 
or contributed by the employee. Accordingly, the aggregate amount 
of premiums or other consideration paid or contributed by an em- 
ployee, insofar as compensatory employer contributions are concerned, 
consists solely of the (i) sum of all amounts actually contributed by 
the employee, plus (ii) contributions in the nature of compensation 
which are deemed to be paid or contributed by the employee under 
subparagraph (1) of this paragraph. 

(b) Contributions in the nature of death benefits. — In the case of 
an employee’s beneficiary, the aggregate amount of premiums or other 
consideration paid or deemed to be paid or contributed by the em- 
ployee shall a] so include — 

(1) Amounts (other than amounts paid as an annuity) to the 
extent such amounts are excludable from the beneficiary’s gross 
income as a death benefit under section 101(b), and 

(2) Any amount or amounts of death benefits which are treated 
as additional consideration contributed by the employee under sec- 
tion 101(b) (2) (D) and the regulations thereunder, or which were 
excludable from the beneficiary’s gross income as a death benefit 
under section 22 (b) (1) (B) of the Internal Revenue Code of 1939 
and the regulations thereunder. 

Accordingly, in the case of an employee’s beneficiary, any such amount 
shall be added to any amount or amounts deemed paid or contributed 
by the employee under paragraph (a) (1) of this section and to any 
amounts actually contributed by the employee for the purpose of find- 
ing the aggregate amount of premiums or other consideration paid or 
contributed by the employee. 

(c) A.fU’Ounts made available?'* to an employee or his beneficiary. 

Any amount which, although not actually paid, is made available to 
and includible in the gross income of an employee or his beneficiary 
under the rules of sections 402 and 403 and the regulations thereunder 
shall be considered an amount contributed by the employee and shall 
be aggregated with amounts, if any, to which paragraphs (a) and (b) 
of this section apply for the purpose of determining the aggregate 
^^1°! pi ^ miums or otller consideration paid by the employee. 

^ Tables.-— T he following tables are to be used in connec- 

tion with computations under section 72 and the regulations there- 
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Table I. — Ordinary Life Annuities — One Life — Expected Return 

Multiples 


Ages 

Multiples 

Ages 


! Ages 






Multiples 



Multiples 

Male 

Female 

Male 

Female 

Male 

Female 

6 

11 

65.0 

41 

46 

33.0 

76 

81 

9.1 

7 

12 

64.1 

42 

47 

32. 1 

77 

82 

8.7 

8 

13 

63.2 

43 

48 

31. 2 

78 

83 

8.3 

9 

14 

62.3 

44 

49 

30. 4 

79 

84 

7.8 

10 

15 

61.4 

45 

50 

29.6 

80 

85 

7.5 

11 

16 

60.4 

46 

51 

28. 7 

81 

86 

7.1 

12 

17 

59.5 

47 

52 

27. 9 

82 

87 

6.7 

13 

18 

58.6 

48 

53 

27. 1 

83 

88 

6.3 

14 

19 

57.7 

49 

54 

26. 3 

84 

89 

6.0 

15 

20 

56.7 

50 

55 

25. 5 

85 

90 

5.7 

16 

21 

55.8 

51 

56 

24.7 

86 

91 

5.4 

17 

22 

54.9 

52 

57 

24.0 

87 

92 

5. 1 

18 

23 

53.9 

53 

58 

23.2 

88 

93 

4. 8 

19 

24 

53.0 

54 

59 

22. 4 

89 

94 

4. 5 

20 

25 

52. 1 

55 

60 

21. 7 

90 

95 

4. 2 

21 

22 

26 

27 

51.1 

50.2 

56 

57 

61 

62 

21.0 

20. 3 

91 

92 

93 

94 

96 

97 

98 

4.0 

3.7 

3. 5 

23 

28 

49.3 

58 

63 

19. 6 

99 

3 3 

24 

29 

48.3 

59 

64 

18.9 

95 

100 

3.1 

25 

30 

47.4 

60 

65 

18.2 


31 

46.5 




96 

101 

2.9 

26 

61 

66 

17. 5 

97 

102 

2.7 

27 

32 

45.6 

62 

67 

16.9 

98 

103 

2.5 

28 

33 

44.6 

63 

68 

16. 2 

99 

104 

2.3 

29 

34 

43.7 

64 

69 

15.6 

100 

105 

2.1 

30 

35 

42.8 

65 

70 

15.0 






101 

106 

1.9 

31 

36 

41.9 

66 

71 

14. 4 

102 

107 

1.7 

32 

37 

41.0 

67 

72 

13. 8 

103 

108 

1.5 

33 

38 

40.0 

68 

73 

13.2 

104 

109 

1.3 

34 

39 

39. 1 

69 

74 

12. 6 

105 

110 

1.2 

35 

40 

38.2 

70 

75 

12. 1 

106 

111 

1.0 

36 

41 

37.3 

71 

76 

11. 6 

107 

112 

.8 

37 

42 

36.5 

72 

77 

11.0 

108 

113 

.7 

38 

43 

35.6 

73 

78 

10. 5 

109 

114 

.6 

39 

44 

34.7 

74 

79 

10. 1 

110 

115 

.5 

40 

45 

33.8 

75 

80 

9.6 

111 

116 

0 


Table II. — Ordinary Joint Life and Last Survivor Annuities — Two Lives — 
Expected Return Multiples 


Ages 

6 

11 

7 

12 

8 

13 

9 

14 

10 

15 

11 

16 

12 

17 

13 

18 

14 

19 

15 

20 

16 

21 

17 

22 

18 

23 

19 

24 

20 

25 


Male 

Male 

Female 

6 

11 

73.5 

73.0 

72.6 

72.2 

71.8 

71.4 

71.0 

70.7 

70.4 

70.0 

69.7 

69.5 

69.2 

68.9 

68.7 

7 

12 

73.0 

72.6 

72.1 

71.7 

71.3 

70.9 

70.5 

70.1 

69.8 

69.4 

69.1 

68.8 

68.5 

68.3 

68.0 

8 

13 

72.6 

72.1 

71.6 

71.2 

70.8 

70.4 

70.0 

69.6 

69.2 

68.9 

68.5 

68.2 

67.9 

67.6 

67.3 

9 

14 

72.2 

71.7 

71.2 

70.7 

70.3 

69.9 

69.4 

69.0 

68.7 

68.3 

67.9 

67.6 

67.3 

67.0 

66.7 

10 

15 

71.8 

71.3 

70.8 

70.3 

69.8 

69.4 

68.9 

68.5 

68.1 

67.7 

67.4 

67.0 

66.7 

66.4 

66.1 

11 

16 

71.4 

70.9 

70.4 

69.9 

69.4 

68.9 

68.5 

68.0 

67.6 

67.2 

66.8 

66.5 

66.1 

65.8 

65.4 

12 

17 

71.0 

70.5 

70.0 

69.4 

68.9 

68.5 

68.0 

67.5 

67.1 

66.7 

66.3 

65.9 

65. 5 

65.2 

64.8 

13 

18 

70.7 

70.1 

69.6 

69.0 

68.5 

68.0 

67.5 

67.1 

66.6 

66.2 

65.8 

65. 4 

65.0 

64. 6 

64.2 

14 

19 

70.4 

69.8 

69.2 

68.7 

68.1 

67.6 

67.1 

66.6 

66.1 

65.7 

65.3 

64.8 

64.4 

64.0 

63.7 

15 

20 

70.0 

69.4 

68.9 

68.3 

67.7 

67.2 

66.7 

66.2 

65.7 

65.2 

64.8 

64.3 

63.9 

63.5 

63.1 

16 

21 

69.7 

69.1 

68.5 

67.9 

67.4 

66.8 

66.3 

65.8 

65.3 

64.8 

64.3 

63.8 

63.4 

63.0 

62.6 

17 

22 

69.5 

68.8 

68.2 

67.6 

67.0 

66.5 

65.9 

65.4 

64.8 

64.3 

63.8 

63.4 

62.9 

62. 5 

62.0 

18 

23 

69.2 

68.5 

67.9 

67.3 

66.7 

66.1 

65.5 

65.0 

64.4 

63.9 

63.4 

62.9 

62.4 

62.0 

61.5 

19 

24 

68.9 

68.3 

67.6 

67.0 

66.4 

65.8 

65.2 

64.6 

64.0 

63.5 

63.0 

62. 5 

62.0 

61. 5 

61.0 

20 

25 

68.7 

68.0 

67.3 

66.7 

66.1 

65.4 

64.8 

64.2 

63.7 

63.1 

62.6 

62.0 

61.5 

61.0 

60.6 
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Table II —Ordinary Joint Life and Last Survivor Annuities- 
Table U . URDIN f.“ pECTED Retuen Multiples— Continued 


-Two Lives- 


Ages 


Male 


Male ; Female 


8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 
27 
2S 

29 

30 

31 

32 

33 

34 


11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

31 

32 

33 

34 

35 

30 

37 


68.4 

67.8 

67.1 

66.4 

65.8 

65.1 

64.5 

63.9 

63.3 
62.7 

62.2 

61.6 
61.1 
60.6 
60.1 

59.6 

59.1 

58.7 

58.3 

57.9 

57.5 

57.1 

56.7 

56.4 

56.0 

55.7 

55.4 

55.1 

54.9 


68.2 

67.5 
66.8 
66.2 

65.5 

64.8 

64.2 

63.6 

63.0 

62.4 

61.8 

61.2 

60.7 
60.2 

59.6 

59.1 

58.7 

58.2 

57.7 

57.3 

56.9 

56.5 

56.1 

55.8 

55.4 

55.1 

54.8 

54.5 

54.2 


23 

28 

24 

29 

25 

30 

26 

31 

27 

32 

28 

33 

29 

34 

30 

35 

31 

36 

32 

37 

33 

38 

34 

39 

68. 0 

67.8 

67.6 

67.5 

67.3 

67.1 

67.0 

66.8 

66.7 

66.6 

66.5 

66.4 

67. 3 

67.1 

66.9 

66.7 

66.5 

66.4 

66.2 

66.1 

65.9 

65. 8 

65.7 

65. 6 

66. 6 

66.4 

66.2 

66.0 

65.8 

65.6 

65.4 

65.3 

65.1 

65.0 

64. 9 

64. 7 

65^9 

65.7 

65.4 

65.2 

65.0 

64.8 

64.7 

64.5 

64.3 

64.2 

64. 1 

63. 9 

65! 2 

65.0 

64.7 

64.5 

64.3 

64.1 

63.9 

63.7 

63.6 

63.4 

63.3 

63.1 

64. 6 

64.3 

64.1 

63.8 

63.6 

63.4 

63.2 

63.0 

. 

62.8 

62.6 

62.5 

62.3 

63.9 

63.6 

63.4 

63.1 

62.9 

62.7 

62.4 

62.2 

62.0 

61.9 

61.7 

61. 5 

63.3 

63.0 

62.7 

62.4 

62.2 

61.9 

61.7 

61.5 

61.3 

61.1 

60.9 

60.8 

62.7 

62.3 

62.0 

61.8 

61.5 

61.2 

61.0 

60.8 

60.6 

60.4 

60.2 

60.0 

62.0 

61.7 

61.4 

61.1 

60.8 

60.6 

60.3 

60.1 

59.8 

59. 6 

59. 4 

59 . 2 

61.4 

61.1 

60.8 

60.5 

60.2 

59.9 

59.6 

59.4 

59.1 

58.9 

58.7 

58.5 

60.9 

60.5 

60.2 

59.8 

59.5 

59.2 

58.9 

58.7 

58.4 

58.2 

57.9 

57.7 

60.3 

59.9 

59.6 

59.2 

58.9 

58.6 

58.3 

58.0 

57.7 

57. 5 

57. 2 

57.0 

59.7 

59.4 

59.0 

58.6 

58.3 

57.9 

57.6 

57.3 

57.0 

56.8 

56. 5 

56.3 

59.2 

58.8 

58.4 

58.0 

57.7 

57.3 

57.0 

56.7 

56.4 

56.1 

55. 8 

55. 6 

58.7 

58.3 

57.9 

57.5 

57.1 

56.7 

56.4 

56.0 

55.7 

55.4 

55.1 

54.9 

58.2 

57.7 

57.3 

56.9 

56.5 

56.1 

55.8 

55.4 

55.1 

54.8 

54. 5 

54.2 

57.7 

57.2 

56.8 

56.4 

55.9 

55.5 

55.2 

54.8 

54.4 

54.1 

53.8 

53. 5 

57.2 

56.8 

56.3 

55.8 

55.4 

55.0 

54.6 

54.2 

53.8 

53. 5 

53.2 

52.8 

56.8 

56.3 

55.8 

55.3 

54.9 

54.4 

54.0 

53.6 

53.2 

52.9 

52.5 

52.2 

56.4 

55.8 

55.3 

54.8 

54.4 

53.9 

53.5 

53.1 

52.7 

52.3 

51.9 

51.6 

55.9 

55.4 

54.9 

54.4 

53.9 

53.4 

53.0 

52.5 

52.1 

51.7 

51.3 

50.9 

55.5 

55.0 

54.4 

53.9 

53.4 

52.9 

52.4 

52.0 

51.6 

51.1 

50.7 

50.3 

55.2 

54.6 

54.0 

53.5 

53.0 

52.4 

52.0 

51.5 

51.0 

50.6 

50.2 

49.8 

54.8 

54.2 

53.6 

53.1 

52.5 

52.0 

51.5 

51.0 

50.5 

50.1 

49.6 

49.2 

54.4 

53.8 

53.2 

52.7 

52.1 

51.6 

51.0 

50.5 

50.0 

49.5 

49.1 

48.7 

54.1 

53.5 

52.9 

52.3 

51.7 

51.1 

50.6 

50.1 

49.5 

49.1 

48.6 

48.1 

53.8 

53.2 

52.5 

51.9 

51.3 

50.7 

50.2 

49.6 

49.1 

48.6 

48.1 

47.6 

1 53.5 

52.8 

52.2 

51.6 

50.9 

50.3 

49.8 

49.2 

48.7 

48.1 

47.6 

47.1 


6 

7 

8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

28 

24 

25 

M 

27 

28 
29 

ao 

ti 

32 


Male 

— 

Female 

| 

So 

40 

36 

41 

37 

42 

38 

43 

39 

44 

40 

45 

41 

46 

42 

47 

43 

48 

44 

49 

45 

50 

46 

51 

47 

52 

48 

53 

49 

54 

11 

36.3 

66.2 

66.1 

66.0 

65.9 

65.9 

65.8 

65.7 

65.7 

65.6 

65.6 

65.5 

65.5 

65.5 

65.4 

12 

65.4 

65.3 

65.3 

65.2 

65.1 

65.0 

64.9 

64.9 

64.8 

64.8 

64.7 

64.7 

64.6 

64.6 

64.5 

13 

64.6 

64.5 

64.4 

64.3 

64.2 

64.2 

64.1 

64.0 

64.0 

63.9 

63.8 

63.8 

63.7 

63.7 

63.7 

14 

63.8 

63.7 

63.6 

63.5 

63.4 

63.3 

63.2 

63.2 

63.1 

63.0 

63.0 

62.9 

■62.9 

62.8 

62.8 

15 

63.0 

62.9 

62.8 

62.7 

62.6 

62.5 

62.4 

62.3 

62.2 

62.2 

62.1 

62.0 

62.0 

61.9 

61.9 

10 

62.2 

62.1 

61.9 

61.8 

61.7 

61.6 

61.5 

61.4 

61.4 

61.3 

61.2 

61.2 

61.1 

61.0 

61.0 

17 

61.. 4 

61.3 

61.1 

61.0 

60.9 

60.8 

60.7 

60.6 

60.5 

60 . 4 

60.4 

60. 2 

60.2 

ea 2 

60.1 

18 

66.6 

60.5 

60.3 

60.2 

60.1 

60.0 

59.9 

59.8 

59.7 

59.6 

59.5 

59. -5 

59 . 4 

59. i 

59.2 

19 

59.8 

59.7 

59.5 

59.4 

59.3 

59.1 

59.0 

58.9 

58.8 

58.7 

58.6 

58.6 

58.5 

58 . 4 

58.4 

20 

59.0 

58.9 

58.7 

58.6 

58.4 

58.3 

58.2 

58.1 

58.0 

57.9 

57.8 

57.7 

57.6 

57.6 

57.5 

21 

5 S .3 

58.1 

57.9 

57.8 

57.6 

57.5 

57.4 

57.2 

57.1 

57.0 

56.9 

56.8 

56.8 

56.7 

56.6 

22 

57.5 

57.3 

57.2 

57. C 

56.8 

56.7 

56.6 

56.4 

56.5 

56.2 

56.1 

56. C 

55. £ 

55. i 

55.7 

23 

56.8 

56.6 

56.4 

56.2 

56.0 

55.9 

55.7 

55.6 

55.5 

55.4 

55.2 

55.1 

55.1 

55.0 

54.9 

24 

56.0 

55.8 

55.6 

55.4 

55.3 

55.1 

54.9 

54.8 

54.7 

54.5 

54.4 

54.3 

54.2 

54.1 

54.0 

25 

55.3 

55.1 

54.9 

54.7 

54.5 

54.3 

54.1 

54.0 

53.8 

53.7 

53.6 

53.5 

53.4 

53.3 

53.2 

2 S 

54.6 ; 

54.4 

54.1 

53.9 

53.7 

53.5 

53.4 

53.2 

53.0 

52.9 

52.8 

52.6 

52.5 

52.4 

52.3 

27 

53.9 

53.6 

53.4 

53.2 

53.0 

52.8 

52.6 

52.4 

52.2 

52.1 

51.9 

51.8 

51.7 

51.6 

51.5 

28 

53.2 

52.9 

52.7 

52.5 

52.2 

52.0 

51.8 

51.6 

51.5 

51.3 

51.1 

51.0 

50.9 

50.7 

50.6 

29 

52.5 

52.3 

52.0 

51.7 

51.5 

51,3 

51.1 

50.9 

50.7 

50.5 

50.3 

50.2 

50.0 

49.9 

49.8 

30 

51.9 

51.0 

51.3 

51.0 

50.8 

50. 5 

50.3 

50.1 

49.9 

49.7 

49.6 

49.4 

49.2 

49.1 

49.0 

31 

51.2 

50.9 

50.6 

50.3 

50.1 

49.8 

49.6 

49.4 

49.2 

49.0 

48.8 

48.6 

48.4 

48.3 

48.1 

32 

50.6 

50.3 

50.0 

49.7 

49.4 

49.1 

48.9 

48.6 

48.4 

48.2 

48.0 

47.8 

47.6 

47.5 

47.3 

33 

50.0 

49.6 

49.3 

49.0 

48.7 

48.4 

48.2 

47.9 

47.7 

47.5 

47.2 

47.1 

46.9 

46.7 

46.5 

34 

49.4 ; 

49.0 

48.7 

48.3 

48.0 

47.7 

47.5 

47.2 

47.0 

46.7 

46.5 

46.3 

46.1 

45.9 

45.7 

35 

48.8 

48.4 

48.1 

47.7 

47.4 

47.1 

46.8 

46.5 

46.2 

46.0 

45.8 

45.5 

45.3 

45.2 

45.0 

» 

48,2 ; 

47.8 

47.5 

47.1 

46.8 

46.4 

46.1 

45.8 

45.6 

45.3 

45.0 

44.8 

44.6 

44.4 

44.2 

37 

47.7 

47.3 

46.9, 

46.5 

46.1 

45.8 

45.5 

45.2 

44.9 

44.6 

44.3 

44.1 

43.9 

43.7 

43.4 

38 

47.2 ! 

46.7 

46.3 

45.9 

45.5 

45.2 

44.8 

44.5 

44.2 

43.9 

43.7 

43.4 

43.2 

42.9 

42.7 

39 

40.7 , 

46.2 

45. 8 j 

45. 4 1 

1 

45.0 

44.6 

44.2 

43.9 

43.6 

43.3 

43.0 

42.7 

42.5 

42.2 

42.0 
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Table II. — Ordinary Joint Life and Last Survivor Annuities — Two Lives — 
Expected Return Multiples — Continued 


Ages 




















Male 

50 

51 

52 


53 

54 


55 

56 

57 

58 

59 

60 

61 

62 

63 

Male 

Female 

55 

56 

57 


58 

59 


60 

61 

62 

63 

64 

65 

66 

67 

68 

6 

11 

65.4 

65. 4 

65.3 

65.3 

65.3 

65.3 

65.3 

65.2 

65.2 

65.2 

65.2 

65.2 

65.2 

65.2 

7 

12 

64.5 

64.5 

64.4 

64.4 

64.4 

64.4 

64.3 

64.3 

64.3 

64.3 

64.3 

64.3 

64.3 

64.2 

8 

13 

63.6 

63.6 

63.5 

63.5 

63.5 

63.5 

63.4 

63.4 

63.4 

63.4 

63.4 

63.4 

63.3 

63.3 

9 

14 

62.7 

62.7 

62.7 

62.6 

62.6 

62.6 

62.5 

62.5 

62.5 

62.5 

62.5 

62.4 

62.4 

62.4 

10 

15 

61.8 

61.8 

61.8 

61.7 

61.7 

61.7 

61.6 

61.6 

61.6 

61.6 

61.6 

61,5 

61.5 

61.5 

11 

16 

61.0 

60.9 

60.9 

60.8 

60.8 

60.8 

60.7 

60.7 

60.7 

60.7 

60.6 

60.6 

60.6 

60.6 

12 

17 

60.1 

60.0 

60.0 

59.9 

59.9 

59.9 

59.8 

59.8 

59.8 

59.8 

59.7 

59.7 

59.7 

59.7 

13 

18 

59.2 

59.1 

59.1 


59.0 

59.0 

59.0 

58.9 

58.9 

58.9 

58.9 

58.8 

58.8 

58.8 

58.8 

14 

19 

58.3 

58.2 

58.2 

58.2 

58.1 

58.1 

58.0 

58.0 

58.0 

57.9 

57.9 

57.9 

57.9 

57.9 

15 

20 

57.4 

57.4 

57.3 

57.3 

57.2 

57.2 

57.1 

57.1 

57.1 

57.0 

57.0 

57.0 

57.0 

56.9 

16 

21 

56.5 

56.5 

56. 4 

56.4 

56.3 

56.3 

56.2 

56.2 

56.2 

56. 1 

56.1 

56.1 

56.1 

56.0 

17 

22 

55.7 

55.6 

55.5 

55.5 

55.4 

55.4 

55.3 

55.3 

55.3 

55.2 

55.2 

55.2 

55.1 

55.1 

18 

23 

54.8 

54.7 

54.7 

54.6 

54.6 

54.5 

54.5 

54.4 

54.4 

54.3 

54.3 

54.3 

54.2 

54.2 

19 

24 

53.9 

53.9 

53.8 

53.7 

53.7 

53.6 

53.6 

53.5 

53.5 

53.4 

53.4 

53.4 

53.3 

53.3 

20 

25 

53.1 

53.0 

52.9 


52.8 

52.8 

52.7 

52.7 

52.6 

52.6 

52.5 

52.5 

52.4 

52.4 

52.4 

21 

26 

52.2 

52.1 

52.0 

52.0 

51.9 

51.8 

51.8 

51.7 

51.7 

51.6 

51.6 

51.5 

51.5 

51.5 

22 

27 

51.4 

51.3 

51.2 


51.1 

51.0 

51.0 

50.9 

50.8 

50.8 

50.7 

50.7 

50.6 

50.6 

50.6 

23 

28 

50.5 

50.4 

50.3 

50.2 

50.2 

50.1 

50.0 

50.0 

49.9 

49.8 

49.8 

49.7 

49.7 

49.7 

24 

29 

49.7 

49.6 

49.5 

49.4 

49.3 

49.2 

49. 1 

49.1 

49.0 

49.0 

48.9 

48.9 

48.8 

48.8 

25 

30 

48.8 

48.7 

48.6 

48.5 

48.4 

48.3 

48.3 

48.2 

48.1 

48.1 

48.0 

48.0 

47.9 

47.9 

26 

31 

48.0 

47.9 

47.8 

47.7 

47.6 

47.5 

47.4 

47.3 

47.3 

47.2 

47.1 

47.1 

47.0 

47.0 

27 

32 

47.2 

47.1 

46.9 


46.8 

46.7 

46.6 

46.5 

46.5 

46.4 

46.3 

46.2 

46.2 

46.1 

46.1 

28 

33 

46.4 

46.3 

46.1 


46.0 

45.9 

45.8 

45.7 

45.6 

45.5 

45.4 

45.4 

45.3 

45.2 

45.2 

29 

34 

45.6 

45.4 

45.3 

45.2 

45. 1 

44.9 

44.8 

44.7 

44.7 

44.6 

44.5 

44.4 

44.4 

44.3 

30 

35 

44.8 

44.6 

44.5 

44.4 

44.2 

44.1 

44.0 

43.9 

43.8 

43.7 

43.6 

43.6 

43.5 

43.4 

31 

36 

44.0 

43.9 

43.7 

43.6 

43.4 

43.3 

43.2 

43.1 

43.0 

42.9 

42.8 

42.7 

42.6 

42.6 

32 

37 

43.3 

43.1 

42.9 

42.8 

42.6 

42.5 

42.4 

42.2 

42.1 

42.0 

41.9 

41.9 

41.8 

41.7 

33 

38 

42.5 

42.3 

42.1 


42.0 

41.8 

41.7 

41.5 

41.4 

41.3 

41.2 

41.1 

41.0 

40.9 

40.8 

34 

39 

41.8 

41.6 

41.4 

41.2 

41.0 

40.9 

40.7 

40.6 

40.5 

40.4 

40.3 

40.2 

40.1 

40.0 

Ages 




















Male 

64 

65 

66 


67 

68 

69 


70 

71 

72 

73 

74 

75 

76 

77 

78 

Male 

Female 

,69 

70 

71 


72 

73 

74 

75 

76 

77 

78 

79 

80 

81 

82 

83 

6 

11 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

65.1 

7 

12 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.2 

64.1 

64.1 

8 

13 

63.3 

63.3 

63.3 

63.3 

63.3 

63.3 

63.3 

63.3 

63.3 

63.2 

63.2 

63.2 

63.2 

63.2 

63.2 

9 

14 

62.4 

62.4 

62.4 

62.4 

62.4 

62.4 

62.3 

62.3 

62.3 

62.3 

62.3 

62.3 

62.3 

62.3 

62.3 

10 

15 

61.5 

61.5 

61.5 

61.5 

61.4 

61.4 

61.4 

61.4 

61.4 

61.4 

61.4 

61.4 

61.4 

61.4 

61.4 

11 

16 

60.6 

60.6 

60.6 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

60.5 

12 

17 

59.7 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.6 

59.5 

59.5 

13 

18 

58.8 

58.7 

58.7 

58.7 

58.7 

58.7 

58.7 

58.7 

58.7 

58.7 

58.6 

58.6 

58.6 

58.6 

58.6 

14 

19 

57.8 

57.8 

57.8 

57.8 

57.8 

57.8 

57.8 

57.7 

57.7 

57.7 

57.7 

57 7 

57.7 

57.7 

57.7 

15 

20 

56.9 

56. 9 

56.9 

56.9 

56.9 

56.8 

56.8 

56.8 

56.8 

56.8 

56.8 

56.8 

56.8 

56.8 

56.8 

16 

21 

56.0 

56.0 

56.0 

56.0 

55.9 

55.9 

55.9 

55.9 

55.9 

55.9 

55.9 

55.9 

55.9 

55.9 ! 

55.8 

17 

22 

55.1 

55.1 

55.1 

55.0 

55.0 

55.0 

55.0 

55.0 

55.0 

55.0 

55.0 

54.9 

54.9 

54.9 

54.9 

18 

23 

54.2 

54.2 

54.1 

54.1 

54.1 

54.1 

54.1 

54.1 

54.0 

54.0 

54.0 

54.0 

54.0 

54.0 

54.0 

19 

24 

53.3 

53.2 

53.2 

53.2 

53.2 

53.2 

53.2 

53.1 

53.1 

53.1 

53.1 

53.1 

53.1 

53.1 

53.1 

20 

25 

52.4 

52.3 

52.3 

52.3 

52.3 

52.2 

52.2 

52.2 

52.2 

52.2 

52.2 

52.2 

52.2 

52.1 

52.1 

21 

26 

51.4 

51.4 

51.4 

51.4 

51.3 

51.3 

51.3 

51.3 

51.3 

51.3 

51.3 

51.2 

51.2 

51.2 

51.2 

22 

27 

50.5 

50.5 

50.5 

50.5 

50.4 

50.4 

50.4 

50.4 

50.4 

50.3 

50.3 

50.3 

50.3 

50.3 

50.3 

23 

28 

49.6 

49. 6 

49.6 

49.5 

49.5 

49.5 

49.5 

49.5 

49.4 

49.4 

49.4 

49.4 

49.4 

49.4 

49.4 

24 

29 

48.7 

48.7 

48.7 

48.6 

48.6 

48.6 

48.6 

48.5 

48.5 

48.5 

48.5 

48.5 

48.5 

48.4 

48.4 

25 

30 

47.8 

47.8 

47.8 

47.7 

47.7 

47.7 

47.6 

47.6 

47.6 

47.6 

47.6 

47.5 

47.5 

47.5 

47.5 

26 

31 

46.9 

46.9 

46.8 

46.8 

46.8 

46.8 

46.7 

46.7 

46.7 

46.7 

46.6 

46.6 

46.6 

46.6 

46.6 

27 

32 

46.0 

46.0 

45.9 

45.9 

45.9 

45.8 

45.8 

45.8 

45.8 

45.7 

45.7 

45.7 

45.7 

45.7 

45.7 

28 

33 

45.1 

45.1 

45.1 

45.0 

45.0 

44.9 

44.9 

44.9 

44.9 

44.8 

44.8 

44.8 

44.8 

44.8 

44.8 

29 

34 

44.3 

44.2 

44.2 

44.1 

44.1 

44.0 

44.0 

44.0 

44.0 

43.9 

43.9 

43.9 

43.9 

43.9 

43.8 

30 

35 

43.4 

43.3 

43.3 

43.2 

43.2 

43.1 

43.1 

43.1 

43.1 

43.0 

43.0 

43.0 

43.0 

42.9 

42.9 

31 

36 

42.5 

42.4 

42.4 

42.3 

42.3 

42.3 

42.2 

42.2 

42.2 

42.1 

42.1 

42.1 

42.1 

42.0 

42.0 

32 

37 

41.6 

41.6 

41.5 

41.5 

41.4 

41.4 

41.3 

41.3 

41.3 

41.2 

41.2 

41.2 

41.2 

41.1 

41.1 

33 

38 

40.8 

40.7 

40.7 

40.6 

40.5 

40.5 

40.5 

40.4 

40.4 

40.3 

40.3 

40.3 

40.3 ; 

40.2 

40.2 

34 

39 

39.9 

39.9 

39.8 

39.7 

39.7 

39.6 

39.6 

39.5 

39.5 

39.5 

39.4 

39.4 

39.4 

39.3 

39.3 
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Table II. — Ordinary Joint Life and Last Survivor Annuities — Two Lives — 
Expected Return Multiples — Continued 


Ages 

35 

40 

36 

41 

37 

42 

38 

43 

39 

44 

40 

45 

41 

46 

42 

47 

43 

48 

44 

49 

45 

50 

46 

51 

47 

52 


Male 

Male 

Female 

35 

40 

46.2 

45.7 

45.3 

44.8 

44.4 

44.0 

43.6 

43.3 

43.0 

42.6 

42.3 

42.0 

41.8 

36 

41 

45.7 

45.2 

44.8 

44.3 

43. 9 

43.5 

43.1 

42.7 

42.3 

42.0 

41.7 

41.4 

41.1 

37 

42 

45.3 

44.8 

44.3 

43.8 

43. 4 

42.9 

42.5 

42.1 

41.8 

41.4 

41.1 

40.7 

40.4 

38 

43 

44.8 

44.3 

43.8 

43.3 

42. 9 

42.4 

42.0 

41.6 

41.2 

40.8 

40.5 

40.1 

39.8 

39 

44 

44.4 

43.9 

43.4 

42.9 

42.4 

41.9 

41.5 

41.0 

40.6 

40.2 

39.9 

39.5 

39.2 

40 

45 

44.0 

43.5 

42.9 

42.4 

41.9 

41.4 

41.0 

40.5 

40.1 

39.7 

39.3 

38.9 

38.6 

41 

46 

43.6 

43.1 

42.5 

42.0 

41.5 

41.0 

40.5 

40.0 

39.6 

39.2 

38.8 

38.4 

38.0 

42 

47 

43.3 

42.7 

42. 1 

41.6 

41.0 

40.5 

40.0 

39.6 

39.1 

38.7 

38.2 

37.8 

37.5 

43 

48 

43.0 

42.3 

41.8 

41.2 

40.6 

40. 1 

39.6 

39.1 

38.6 

38.2 

37.7 

37.3 

36.9 

44 

49 

42.6 

42.0 

41.4 

40.8 

40.2 

39.7 

39.2 

38.7 

38.2 

37.7 

37.2 

36.8 

36.4 

45 

50 

42.3 

41.7 

41. 1 

40.5 

39.9 

39.3 

38.8 

38.2 

37.7 

37.2 

36.8 

36.3 

35.9 

46 

51 

42.0 

41.4 

40.7 

40.1 

39.5 

38.9 

38.4 

37.8 

37.3 

36.8 

36.3 

35.9 

35.4 

47 

52 

41.8 

41. 1 

40.4 

39.8 

39.2 

38.6 

38.0 

37.5 

36.9 

36.4 

35.9 

35.4 

35.0 

Ages 















Male 

48 

49 

50 

51 

52 

53 

54 

55 

56 

57 

58 

59 

60 

Male 

Female 

53 

54 

55 

56 

57 

58 

59 

60 

61 

62 

63 

64 

65 

35 

40 

41.5 

41.3 

41.0 

40.8 

40.6 

40.4 

40.3 

40.1 

40.0 

39.8 

39.7 

39.6 

39.5 

36 

41 

40.8 

40.6 

40.3 

40.1 

39.9 

39.7 

39.5 

39.3 

39.2 

39.0 

38.9 

38.8 

38.6 

37 

42 

40.2 

39.9 

39.6 

39.4 

39.2 

39.0 

38.8 

38.6 

38.4 

38.3 

38.1 

38.0 

37.9 

38 

43 

39.5 

39.2 

39.0 

38.7 

38.5 

38.3 

38.1 

37.9 

37.7 

37.5 

37.3 

37.2 

37.1 

39 

44 

38.9 

38.6 

38.3 

38.0 

37.8 

37.6 

37.3 

37.1 

36.9 

36.8 

36.6 

36.4 

36.3 

40 

45 

38.3 

38.0 

37.7 

37.4 

37.1 

36.9 

36.6 

36.4 

36.2 

36.0 

35.9 

35.7 

35.5 

41 

46 

37.7 

37.3 

37.0 

36.7 

36.5 

36.2 

36.0 

35.7 

35.5 

35.3 

35.1 

35.0 

34.8 

42 

47 

37.1 

36.8 

36.4 

36.1 

35.8 

35.6 

35.3 

35.1 

34.8 

34.6 

34.4 

34.2 

34.1 

43 

48 

36.5 

36.2 1 

35.8 

35.5 

35.2 

34.9 

34.7 

34.4 

34.2 

33.9 

33.7 

33.5 

33.3 

44 

49 

36.0 

35.6 

35.3 

34.9 

34.6 

34.3 

34.0 

33.8 

33.5 

33.3 

33.0 

32.8 

32.6 

45 

50 

35.5 

35.1 

34.7 

34.4 

34.0 

33.7 

33.4 

33.1 

32.9 

32.6 

32.4 

32.2 

31.9 

46 

51 

35.0 

34.6 

34.2 

33.8 

33.5 

33.1 

32.8 

32.5 

32.2 

32.0 

31.7 

31.5 

31.3 

47 

52 

34.5 

34.1 

33.7 

33.3 

32.9 

32.6 

32.2 

31.9 

31.6 

31.4 

31.1 

30.9 

30.6 

48 

53 

34.0 

33.6 

33.2 

32.8 

32.4 

32.0 

31.7 

31.4 

31.1 

30.8 

30.5 

30.2 

30.0 

49 

54 

33.6 

33.1 

32.7 

32.3 

31.9 

31.5 

31.2 

30.8 

30.5 

30.2 

29.9 

29.6 

29.4 

50 

55 

33.2 

32.7 

32.3 

31.8 

31.4 

31.0 

30.6 

30.3 

29.9 

29.6 

29.3 

29.0 

28.8 

51 

56 

32.8 

32.3 

31.8 

31.4 

30.9 

30.5 

30.1 

29.8 

29.4 

29.1 

28.8 

28.5 

28.2 

52 

57 

32.4 

31.9 

31.4 

30.9 

30.5 

30.1 

29.7 

29.3 

28.9 

28.6 

28.2 

27.9 

27.6 

53 

58 

32.0 

31.5 

31.0 

30.5 

30.1 

29.6 

29.2 

28.8 

28.4 

28.1 

27.7 

27.4 

27.1 

54 

59 

31.7 

31.2 

30.6 

30.1 

29.7 

29.2 

28.8 

28.3 

27.9 

27.6 

27.2 

26.9 

26.5 

55 

60 

31.4 

30.8 

30.3 

29.8 

29.3 

28.8 

28.3 

27.9 

27.5 

27.1 

26.7 

26.4 

26.0 

56 

61 

31.1 

30.5 

29.9 

29.4 

28.9 

28.4 

27.9 

27.5 

27.1 

26.7 

26.3 

25.9 

25.5 

57 

62 

30.8 

30.2 

29.6 

29.1 

28.6 

28. 1 

27.6 

27.1 

26.7 

26.2 

25.8 

25.4 

25.1 

58 

63 

30.5 

29.9 

29.3 

28.8 

28.2 

27.7 

27.2 

26.7 

26.3 

25.8 

25.4 

25.0 

24.6 

59 

64 

30.2 

29.6 

29.0 

28.5 

27.9 

27.4 

26.9 

26.4 

25.9 

25.4 

25.0 

24.6 

24.2 

60 

65 

30.0 

29.4 

28.8 

28.2 

27.6 

27.1 

26.5 

26.0 

25.5 

25.1 

24.6 

24.2 

23.8 
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Table II. — Ordinary Joint Life and Last Survivor Annuities- 
Expected Return Multiples Continued 


-Two Lives- 


Ages 














Male 

86 

87 

88 

89 

90 

91 

92 

93 

94 

95 

96 

97 

Male 

Female 

91 

92 

93 

94 

95 

96 

97 

98 

99 

100 

101 

102 



35 

36 

37 

38 

39 

40 

40 

41 

42 

43 

44 

45 

38.3 

37.4 

36.5 

35.7 

34.8 

33.9 

38.3 

37.4 

36.5 

35.7 

34.8 

33.9 

38.3 

37.4 

36.5 

35.6 

34.8 

33.9 

38.3 

37.4 

36.5 

35.6 

34.8 

33.9 

38.3 

37.4 

36.5 

35.6 
34.8 
33 9 

38.3 

37.4 

36.5 

35.6 

34.8 

33.9 

38.3 

37.4 

36.5 

35.6 

34.7 
33.9 

38.3 

37.4 

36.5 

35.6 

34.7 
33.9 

38.3 
37 4 

36.5 

35.6 

34.7 
33.9 

38.3 

37.4 
36. 5 

35.6 

34.7 
33.9 

38.3 

37.4 
36. 5 

35.6 

34.7 
33.9 

38.3 

37.4 

36.5 

35.6 

34.7 
33.9 

41 

42 

46 

47 

33.1 

32.2 

33.1 

32.2 

33.1 

32.2 

33.0 

32.2 

33.0 

32.2 

33.0 

32.2 

33.0 

32.2 

33.0 

32.2 

33.0 

32.2 

33.0 

32. 1 

33.0 

32.1 

33.0 

32.1 

43 

48 

31. 4 

31.4 

31.4 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

44 

49 

30.6 

30.5 

30.5 

30.5 

30.5 

30.5 

30.5 

30.5 

30.5 

30.5 

30. 5 

30.4 

45 

50 

29.7 

29.7 

29.7 

29.7 

29.7 

29.7 

29.7 

29.6 

29.6 

29.6 

29.6 

29.6 

43 

51 

28.9 

28.9 

28.9 

28.9 

28.9 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

47 \ 

52 

. 28. 1 

28.1 

28.1 

28.1 

28.0 

28.0 

28.0 

28.0 

28.0 

28.0 

28.0 

28.0 

48 - 

53 

27.3 

27.3 

27.3 

27.3 

27.2 

27.2 

27.2 

27.2 

27.2 

27.2 

27.2 

27.2 

49 

54 

26.5 

26.5 

26.5 

26.5 

26.5 

26.4 

26.4 

26.4 

26.4 

26.4 

26.4 

! 26.4 

50 

55 

25.8 

25.7 

25.7 

25.7 

25.7 

25.7 

25.6 

25.6 

25.6 

25.6 

25.6 

25.6 

51 

56 

25.0 

25.0 

24.9 

24.9 

24.9 

24.9 

24.9 

24.9 

24.8 

24.8 

24.8 

24.8 

52 

57 

24.3 

24.2 

24.2 

24.2 

24.1 

24.1 

24.1 

24.1 

24.1 

24. 1 

24.1 

24.0 

53 

58 

23.5 

23.5 

23.4 

23.4 

23.4 

23.4 

23.4 

23.3 

23.3 

23.3 

23.3 

23.3 

54 

59 

22.8 

22.7 

22.7 

22.7 

22.7 

22.6 

22.6 

22.6 

22.6 

22.6 

22.6 

22.5 

£5 

60 

22.1 

22.0 

22.0 

22.0 

21.9 

21.9 

21.9 

21.9 

21.8 

21.8 

21.8 

21.8 

m 

61 

21.4 

21.3 

21.3 

21.3 

21.2 

21.2 

21.2 

21.1 

21.1 

21.1 

21.1 

21.1 

57 - 

62 

20.7 

20.6 

20.6 

20.6 

20.5 

20.5 

20.5 

20.4 

20. 4 

20.4 

20.4 

20.4 

58 

63 

20.0 

19.9 

19.9 

19.9 

19.8 

19.8 

19.8 

19.8 

19.7 

19.7 

19.7 

19.7 

j 59 

64 

19.3 

19.3 

19.2 

19.2 

19.2 

19.1 

19.1 

19.1 

19.0 

19.0 

19.0 

19.0 


Ages 

; Male 

Male Female 

i 

98 

103 

99 

104 

100 

105 

101 

106 

102 

107 

103 

108 

104 

109 

105 

110 

106 

111 

107 

112 

108 

113 

35 

40 

33. 3 

38. 3 

38.3 

38.3 

38.3 

38.3 

38.2 

38. 2 

38.2 

38.2 

38.2 

36 

41 

37.4 

37.4 

37.4 

37.4 

37.4 

37.4 

37.4 

37.4 

37.4 

37.4 

37.3 

37 

42 

36.5 

36.5 

36.5 

36.5 

36.5 

36.5 

36.5 

36.5 

36.5 

36.5 

36.5 

38 

43 

35.6 

35.6 

35.6 

35.6 

35.6 

35.6 

35.6 

35.6 

35.6 

35.6 

35.6 

39 

44 

34.7 

34.7 

34.7 

34.7 

34.7 

34.7 

34.7 

34.7 

34.7 

34.7 

34.7 

40 

45 

33.9 

33.8 

33.8 

33.8 

33.8 

33.8 

33.8 

33.8 

33.8 

33.8 

33.8 

41 

46 

(33.0 

33.0 

33.0 

33.0 

33.0 

33.0 

33.0 

33.0 

33.0 

33.0 

33.0 

42 

47 

32.1 

32.1 

32. 1 

32. 1 

32.1 

32.1 

32.1 

32.1 

32.1 

32.1 

32.1 

43 

48 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

31.3 

44 

49 

30.4 

30.4 

30.4 

30.4 

30.4 

30.4 

30.4 

30.4 

30.4 

30.4 

30.4 

41 

50 

29.6 

29.6 

29.6 

29.6 

29.6 

29.6 

29.6 

29.6 

29.6 

29.6 

29.6 

46 

51 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

28.8 

28.7 

47 

52 

28.0 

28.0 

28.0 

28.0 

28.0 

28.0 

28.0 

27.9 

27.9 

27.9 

27.9 

48 

53 

27.2 

27.2 

27.2 

27.2 

27.2 

27.1 

27.1 

27.1 

27.1 

27.1 

27. 1 

49 

54 

26.4 

26.4 

26.4 

26.4 

26.4 

26.3 

26.3 

26.3 

26.3 

26.3 

26.3 

50 

55 

25.6 

25.6 

25.6 

25.6 

25.6 

25.6 

25.6 

25.6 

25.5 

25.5 

25.5 

51 

56 

24 8 

24.8 

24.8 

24.8 

24.8 

24.8 

24.8 

24.8 

24.8 

24.8 

24.7 

a 

57 

24.0 

24.0 

24.0 

24.0 

24.0 

24.0 

24.0 

24.0 

24.0 

24.0 

24.0 

53 ! 

58 

23.3 

23.3 

23.3 

23.3 

23.3 

23.3 

23.2 

23.2 

23.2 

23.2 

23.2 

54 j 

5® 

22.5 

22.5 

22.5 

22.5 

22.5 

22.5 

22.5 

22.5 

22.5 

22.5 

22. 5 

55 j 

60 

21.8 

21.8 

21.8 

21.8 

21.8 

21.8 

21.8 

21.8 

21.8 

21.7 

21.7 

56 

61 

21.1 

21.1 

21.1 

21.1 

21.1 

21.0 

21.0 

21.0 

21.0 

21.0 

21. 0 

57 

62 

20.4 

20.4 

20.4 

20.3 

20.3 

20.3 

20.3 

20.3 

20.3 

20.3 

20. 3 

58 

63 

19.7 

19.7 

19.7 

19.6 

19.6 

19.6 

19.6 

19.6 

19.6 

19.6 

19.6 

59 

64 

; 19.0 

19.0 

19.0 

19.0 

19.0 

18.9 

18.9 

18.9 

18.9 

18.9 

18.9 
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Table II —Ordinary Joint Life and Last Survivor Annuities— Two Lives— 
Expected Return Multiples — Continued 


Ages 

86 

91 

87 

92 

88 

93 

89 

94 

90 

95 

91 

96 

92 

97 

93 

98 

94 

99 

95 

100 

96 

101 


Male 

Male 

Female 

85 

90 

7.9 

7.7 

7.5 

7.4 

7.2 

7.1 

7.0 

6.9 

6.8 

6.7 

6.6 

88 

91 

7.7 

7.5 

7.3 

7.1 

7.0 

6.8 

6.7 

6.6 

6. 5 

6.4 

6.4 

87 

02 

7.5 

7.3 

7.1 

6.9 

6.8 

6.6 

6.5 

6. 4 

6.3 

6.2 

6.1 

88 

93 

7.3 

7.1 

6.9 

6.7 

6.6 

6.4 

6.3 

6.2 

6.1 

6.0 

5. 9 

SS 

04 

7.1 

6.9 

6.7 

6.5 

6.4 

6.2 

6.1 

6.0 

5.9 

5.8 

5.7 

90 

95 

7.0 

6.8 

6.6 

6.4 

6.2 

6.1 

5.9 

5.8 

5.7 

5. 6 

5. 5 

91 

06 

6.8 

6.6 

6.4 

6.2 

6.1 

5.9 

5.8 

5.7 

5.5 

5.4 

5.3 

@2 i 

97 ! 

6.7 

6.5 

6.3 

6.1 

5.9 

5.8 

5.6 

5.5 

5.4 

5.3 

5.2 

§3 : 

98 

6.6 

6.4 

6.2 

6.0 

5.8 

5.7 

5.5 

5.4 

5.2 

5.1 

5.0 

04 I 

99 

6.5 

6.3 

6.1 

5.9 

5.7 

5.5 

5.4 

5.2 

5.1 

5.0 

4.9 

05 i 

100 

6.4 

6.2 

6.0 

5.8 

5.6 

5.4 

I 5.3 

5.1 

5.0 

4.9 

4.7 

96 i 

101 

6.4 1 

6.1 

5.9 

5.7 

5.5 

5.3 

5.2 

5.0 

4.9 

4.7 

4.6 

07 1 

102 

6.3 ! 

6.1 

5.8 

5.6 

5.4 

5.2 

5.1 

4.9 

4.8 

4. 6 

4.5 

98 

103 

6.2 

6.0 

5.8 

5.5 

5.3 

5.1 

5.0 

4.8 

4.7 

4. 5 

4.4 

06 i 

104 i 

6.2 

5.9 

5.7 

5.5 

5.2 

5.1 

4.9 

4.7 

4.6 

4.4 

4.3 


1 

l 

1 l I I i i t i i i 

Ages 












Male 

97 

98 

99 

100 

101 

102 

103 

104 

105 

106 

1 Male 

Female 

102 

103 

104 

105 

106 

107 

108 

109 

no 

111 

85 

90 

6.6 

6.5 

6.4 

6.4 

6.3 

6.2 

6.2 

6.1 

6.1 

6.0 

86 

91 

6.3 

6.2 

6.2 

6.1 

6.0 

6.0 

5.9 

5.9 

5.8 

5.7 

87 

92 

6.1 

6.0 

5.9 

5.8 

5.8 

5.7 

5.6 

5.6 

5.5 

5.4 

88 

S3 

5. S 

5.8 

5.7 

5.6 

5.5 

5.5 

5.4 

5.3 

5.3 

5.1 

89 

94 

5.6 

5.5 

5.5 

5.4 

5.3 

5.2 

5.2 

5.1 

5.0 


00 

95 

5.4 

5.3 

5.2 

5.2 

5.1 

5.0 

19 

4.9 

4.8 


91 

96 

5.2 | 

5.1 

5.1 

5.0 

4.9 

4.8 

4.7 

4.6 

4.5 


02 

97 

5.1 

5.0 

4.9 

4.8 

4.7 

16 

4.5 

4.4 



1 93 

98 

4.9 

18 

4.7 

4.6 

15 

4.4 

13 

4.2 



\ 94 

99 

4.8 

17 

4.6 

4.5 

14 

13 

11 




1 95 

100 

16 

15 

14 

4.3 

4.2 

11 

10 




m : 

101 

4.5 

14 

4.3 

4.2 

4.1 

3.9 





07 

102 

4.4 

4.3 

11 

4.0 

3.9 

3.7 





I 08 

103 

4.3 

11 

10 

3.9 

3.7 






I m 

104 

11 { 

10 

3.9 

3.7 







1 


I 











Table IIA. — Annuities for Joint Life Only — Two Lives — Expected Returis 

Multiples 



Ires 

















Male 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

Male 

Female 

11 

12 

13 

14 

15 

16 

1? 

18 

19 

20 

21 

22 

23 

24 

25 

S 

12 

56.6 

56,1 

55,7 

55.1 

54.6 

54.1 

53.5 

52.9 

52.3 

51.7 

51.1 

50.5 

49.8 

49. 1 

48 4 

7 

12 

56.1 

55.7 

55.2 

54.7 

54.2 

53.7 

53.1 

52.6 

52.0 

51.4 

50.8 

50.2 

49.5 

48. 9 

48 2 

S 

13 

55. 7 

65. 2 

54.8 

54.3 

53.8 

53.3 

52.8 

52.2 

51.6 

51.1 

50.5 

49.9 

49.2 

48. 6 

47 9 

© 

14 

55.1 

54.7 

54.3 

53.8 

53.3 

52.9 

52.3 

51.8 

51.3 

50.7 

50.1 

49.5 

48.9 

48.3 

47 7 

1© 

15 

54.6 

§4.2 

53,8 

53.3 

52.9 

52.4 

51.9 

51.4 

50.9 

50.3 

49.8 

49.2 

48.6 

48.0 

47.4 

11 

It 

54.1 : 

53.7 

53.3 

52.9 

52.4 

52.0 

51.5 

51.0 

50.5 

50.0 

49.4 

48,8 

48.3 

47. 7 

47. 1 

12 

17 

53.5 

53.1 

52.8 

52.3 

51.9 

51.5 

51.0 

50.6 

50.1 

49.6 

49.0 

48,5 

47.9 

4L 3 

46. 7 

13 

18 

52,9 

52.6 

52.2 

51.8 

51.4 

51.0 

50.6 

50.1 

49.6 

49.1 

48.6 

48.1 

47. 5 

47. 0 

46! 4 

14 

19 

52.3 

52.0 

51.6 

51.3 

50.9 

50.5 

50.1 

49.6 

49.2 

48.7 

48.2 

47.7 

47.2 

46’ 6 

46 1 

15 

26 

a. 7 

51. 4 

61*1 

50.7 

50.3 

50.0 

49.6 

49.1 

4S.7 

48.2 

47.8 

47.3 

46.8 

46! 2 

45! 7 

16 ! 

17 

18 
is ; 

30 1 

1 21 
! 22 
: 23 

, 24 ; 

25 

; 51.1 
; 56.5 
! 49.8 
40.1 
4a4 

50.8 
‘ 50.2 

49,5 

48.9 
48.2 

50.5 

49.9 
49.2 
4&6 

47.9 

50.1 

49.5 

48.9 

48.3 

47.7 

49. 8 ; 
49.2 
48.6 
48.0 
47.4 

49.4 

4S.8 

48.3 

47.7 

47.1 

49.0 

48.5 

47.9 

47.3 

46.7 

48.6 

48.1 

47.5 

47.0 

46.4 

48.2 
47.7 

47.2 
46.6 
46.1 

47.8 
47.3 

46.8 
46.2 
45.7 

47.3 

46.8 

46.3 

45. 8 

45.3 

46 f 8 

46.4 

45.9 

45.4 

44.9 

46.3 
45.9 

45.4 
45.0 

44.5 

45.8 

45.4 

45.0 

44.5 

44.0 

45.3 

44.9 

44.5 
44.0 

43.6 
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Table II A. — Annuities for Joint Life Only — Two Lives-— Expected Return 

Multiples — Continued 


A 

ges 

Male 

21 

26 

22 

27 

23 

28 

24 

29 

25 

30 

26 

31 

27 

32 

28 

33 

29 

34 

30 

35 

31 

36 

32 

37 

33 

38 

34 

39 

Male 

Female 

6 

11 

47.7 

47.0 

46.3 


45.6 

44.8 

44. 1 

43.3 

42. 5 

41.8 

41.0 

40.2 

39.4 

38.6 

37.8 

7 

12 

47.5 

46.8 

46.1 


45.4 

44.6 

43.9 

43.2 

42.4 

41.6 

40.9 

40.1 

39.3 

38.5 

37.7 

8 

13 

47.3 

46.6 

45.9 


45.2 

44.5 

43.7 

43.0 

42 2 

41.5 

40.7 

39.9 

39.2 

38.4 

37.6 

9 

14 

47.0 

46.3 

45.6 


45.0 

44.2 

43.5 

42.8 

42. 1 

41.3 

40.6 

39.8 

39.0 

38.3 

37.5 

10 

15 

46.7 

46.1 

45.4 


44.7 

44.0 

43.3 

42.6 

41. 9 

41. 1 

40.4 

39.7 

38.9 

38.1 

37.4 

11 

16 

46.4 

45.8 

45.1 


44. 5 

43.8 

43.1 

42.4 

41.7 

41.0 

40.2 

39.5 

38.8 

38.0 

37.2 

12 

17 

46. 1 

45.5 

44.9 


44.2 

43.6 

42.9 

42.2 

41. 5 

40.8 

40. 1 

39.3 

38.6 

37.9 

37. 1 

13 

18 

45.8 

45.2 

44.6 


43.9 

43.3 

42.6 

42.0 

41.3 

40.6 

39.9 

39.2 

38.4 

37.7 

37.0 

14 

19 

45.5 

44.9 

44.3 


43.7 

43.0 

42.4 

41.7 

41.0 

40.4 

39.7 

39.0 

38.3 

37.5 

36.8 

15 

20 

45. 1 

44.6 

44.0 


43.4 

42.7 

42.1 


41.5 

40.8 

40.1 

39.5 

38. 8 

38.1 

37.4 

36.6 

16 

21 

44.8 

44.2 

43.6 


43.0 

42.4 

41.8 


41.2 

40.5 

39.9 

39.2 

38.6 

37.9 

37.2 

36.5 

17 

22 

44.4 

43.8 

43.3 


42. 7 

42.1 

41.5 


40.9 

40.3 

39.6 

39.0 

38.3 

37.7 

37.0 

36.3 

18 

23 

44.0 

43.5 

42.9 


42. 4 

41.8 

41.2 


40.6 

40.0 

39.4 

38.7 

38.1 

37.4 

36.8 

36.1 

19 

24 

43.6 

43.1 

42.5 


42.0 

41.4 

40.9 


40.3 

39.7 

39. 1 

38.5 

37.8 

37.2 

36.5 

35.9 

20 

25 

43.1 

42.6 

42.1 


41.6 

41.1 

40.5 


40.0 

39.4 

38.8 

38.2 

37.6 

36.9 

36.3 

35.7 

21 

26 

42.7 

42.2 

41.7 

41.2 

40.7 

40.2 


39.6 

39. 1 

38.5 

37.9 

37.3 

36.7 

36.1 

35.4 

22 

27 

42.2 

41.8 

41.3 


40.8 

40.3 

39.8 


39.3 

38. 7 

38.2 

37.6 

37.0 

36.4 

35.8 

35.2 

23 

28 

41.7 

41.3 

40.8 

40.4 

39.9 

39.4 


38.9 

38. 4 

37.8 

37.3 

36.7 

36. 1 

35.5 

34.9 

24 

29 

41.2 

40.8 

40.4 

39.9 

39.5 

39.0 


38.5 

38.0 

37.5 

36.9 

36.4 

35.8 

35.2 

34.6 

25 

30 

40.7 

40.3 

39.9 

39.5 

39.0 

38.6 


38.1. 

37.6 

37.1 

36.6 

36.0 

35.5 

34.9 

34.4 

26 

31 

40.2 

39.8 

39.4 

39.0 

38.6 

38.1 


37.7 

37.2 

36.7 

36.2 

35.7 

35.2 

34.6 

34.1 

27 

32 

39.6 

39.3 

38.9 

38. 5 

38.1 

37.7 


37.2 

36.8 

36.3 

35.8 

35.3 

34.8 

34.3 

33.7 

28 

33 

39.1 

38.7 

38.4 

38.0 

37.6 

37.2 


36.8 

36.3 

35.9 

35.4 

34.9 

34.5 

33.9 

33.4 

29 

34 

38.5 

38.2 

37.8 

37.5 

37.1 

36.7 


36.3 

35.9 

35. 5 

35.0 

34.6 

34.1 

33.6 

33.1 

30 

35 

37.9 

37.6 

37.3 

36.9 

36.6 

36.2 


35.8 

35.4 

35.0 

34.6 

34.1 

33.7 

33.2 

32.7 

31 

36 

37.3 

37.0 

36.7 

36.4 

36.0 

35.7 


35.3 

34.9 

34.6 

34.1 

33.7 

33.3 

32.8 

32.3 

32 

37 

36.7 

36.4 

36.1 

35.8 

35.5 

35.2 


34.8 

34.5 

34.1 

33.7 

33.3 

32.9 

32.4 

32.0 

33 

38 

36.1 

35.8 

35.5 

35.2 

34.9 

34.6 


34.3 

33.9 

33.6 

33.2 

32.8 

32.4 

32.0 

31.6 

34 

39 

35.4 

35.2 

34.9 

34.6 

34.4 

34.1 


33.7 

33.4 

33.1 

32.7 

32.3 

32.0 

31.6 

31.1 

Ages 





















Male 

35 

36 

37 


38 

39 

40 . 

41 


42 

43 

44 

45 

46 

47 

48 

49 

Male 

Female 

40 

41 

42 


43 

44 

45 

46 


47 

48 

49 

50 

51 

52 

53 

54 

6 

11 

37.0 

36.2 

35.4 

34.6 

33.8 

33.0 

32.2 

31.4 

30.6 

29.8 

29.0 

28.2 

27.5 

26.7 

25.9 

7 

12 

36.9 

36.1 

35.3 

34.5 

33.7 

32.9 

32. 1 

31.3 

30.5 

29.8 

29.0 

28.2 

27.4 

26.7 

25.9 

8 

13 

36.8 

36.0 

35.2 

34.4 

33.7 

32.9 

32. 1 

31.3 

30.5 

29.7 

28.9 

28.2 

27.4 

26.6 

25.9 

9 

14 

36.7 

35.9 

35. 1 

34.4 

33.6 

32.8 

32.0 

31.2 

39. 4 

29.7 

28.9 

28.1 

27.3 

26.6 

25.8 

10 

15 

36.6 

35.8 

35.1 

34.3 

33.5 

32.7 

31. 9 

31.2 

30.4 

29.6 

28.8 

28.1 

27.3 

26.5 

25.8 

11 

16 

36.5 

35.7 

34.9 


34.2 

33.4 

32.6 

31.9 

31.1 

30.3 

29.5 

28.8 

28.0 

27.3 

26.5 

25.7 

12 

17 

36.4 

35.6 

34.8 

34.1 

33.3 

32.5 

31.8 

31.0 

30.2 

29.5 

28.7 

28.0 

27.2 

26.4 

25.7 

13 

18 

36.2 

35.5 

34.7 

34.0 

33.2 

32.4 

31.7 

so. e 

30.2 

29.4 

28.7 

27 9 

27.1 

26.4 

25.7 

14 

19 

36.1 

35.3 

34.6 

33.8 

33.1 

32.3 

31.6 

30.8 

30. 1 

29.3 

28.6 

27.8 

27.1 

26.3 

25.6 

15 

20 

35.9 

35.2 

34.5 

33.7 

33.0 

32.2 

31.5 

30.7 

30.0 

29.3 

28.5 

27.8 

27.0 

26.3 

25.6 

16 

21 

35.8 

35.0 

34.3 


33.6 

32.9 

32. 1 

31. 4 

30.6 

29.9 

29.2 

28.4 

27.7 

27.0 

26.2 

25,5 

17 

22 

35.6 

34.9 

34.2 


33.4 

32.7 

32.0 

31.3 

30.5 

29.8 

29.1 

28.3 

27.6 

26.9 

26.2 

25.4 

18 

23 

35.4 

34.7 

34.0 

33.3 

32.6 

31.9 

31.2 

30.4 

29.7 

29.0 

28 3 

27,5 

26.8 

26.1 

25.4 

19 

24 

35.2 

34.5 

33.8 


33.1 

32.4 

31.7 

31.0 

30.3 

29.6 

28.9 

28.2 

27.4 

26.7 

26.0 

25.3 

20 

25 

35.0 

34.3 

33.7 


33.0 

32.3 

31.6 

30.9 

30.2 

29.5 

28.8 

28.1 

27.3 

26.6 

25.9 

25.2 

21 

26 

34.8 

34.1 

33. 5 


32.8 

32.1 

31.4 

30.7 

30.0 

29.3 

28.6 

27.9 

27.2 

26.5 

25.8 

25.1 

22 

27 

34.5 

33.9 

33.3 


32.6 

31.9 

31.3 

30.6 

29.9 

29.2 

28.5 

27.8 

27.1 

26.4 

25.7 

25.1 

23 

28 

34.3 

33.7 

33.0 


32.4 

31.7 

31.1 

30.4 

29.7 

29. 1 

28.4 

27.7 

27.0 

26.3 

25.6 

25.0 

24 

29 

34.0 

33.4 

32.8 


32.2 

31.5 

30.9 

30.2 

29.6 

28.9 

28.2 

27.6 

26.9 

26.2 

25.5 

24.9 

25 

30 

33.8 

33.2 

32.6 


32.0 

31.3 

30/7 

30. 1 

29.4 

28.8 

28.1 

27.4 

26.8 

26. 1 

25.4 

24.8 

26 

31 

33.5 

32.9 

32.3 


31.7 

31.1 

30. 5 

29.9 

29.2 

28.6 

27.9 

27.3 

26.6 

26.0 

25.3 

24.6 

27 

32 

33.2 

32.6 

32.1 


31. 5 

30.9 

30.3 

29.6 

29.0 

28.4 

27.8 

27.1 

26.5 

25.8 

25.2 

24.5 

28 

33 

32.9 

32.3 

31.8 


31.2 

30.6 

30.0 

29.4 

28.8 

28.2 

27.6 

27.0 

26.3 

25.7 

25.0 

24.4 

29 

34 

32.6 

32.0 

31. 5 


30.9 

30.4 

29.8 

29.2 

28.6 

28.0 

27.4 

26.8 

26.2 

25.5 

24.9 

24.3 

30 

35 

32.2 

31.7 

31.2 


30.6 

30.1 

29.5 

29.0 

28.4 

27.8 

27.2 

26.6 

26.0 

25.4 

24.7 

24.1 

31 

36 

31.9 

31.4 

30.9 


30.3 

29.8 

29.3 

28.7 

28.1 

27.6 

27.0 

26.4 

25.8 

25.2 

24.6 

24.0 

32 

37 

31.5 

31.0 

30.5 


30.0 

29.5 

29.0 

28.4 

27.9 

27.3 

26.8 

26.2 

25.6 

25.0 

24.4 

23.8 

33 

38 

31.1 

30.7 

3,0.2 


29.7 

29.2 

28.7 

28.2 

27.6 

27.1 

26.5 

26.0 

25.4 

24.8 

24.2 

23.6 

34 

39 

30.7 

30.3 

29.8 


29.3 

28.9 

28.4 

27.9 

27.3 

26.8 

26.3 

25.7 

25.2 

24. 6 

24.0 

23.5 


§ 1.72-9 
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Multiples — C ontinued 


Ages : 




- 

— 

— 


— 

” 





59 

60 

61 

62 

63 


Male 

50 

51 

52 


53 

54 


55 

56 

57 

58 

Male 

Female 

55 

56 

57 


58 

59 


60 

61 

62 

63 

64 

65 

66 

67 

68 

6 

5 

10 

11 

12 

13 

14 

15 

25.2 

25.1 

25.1 

25.1 

25.0 

24.4 

24.4 

24.4 

24.3 

24.3 

23.7 

23.6 

23.6 

23.6 

23.6 

22.9 

22.9 

22.9 

22.9 

22.8 

22.2 

22.2 

22.2 

22.1 

22.1 

21.5 

21.5 

21.4 

21.4 

21.4 

20.8 

20.8 

20.7 

20.7 

20.7 

20.1 

20.1 

20.0 

20.0 

20.0 

19.4 

19.4 

19.4 

19.3 

19.3 

18.7 

18.7 

18.7 

18.7 

18.6 

18.0 

18.0 

18.0 

18.0 

18.0 

17.4 

17.4 

17.4 

17.3 

17.3 

16.7 

16.7 

16.7 

16.7 

16.7 

16.1 

16.1 

16.1 

16.1 

16.1 

11 

12 

13 

14 

15 

15 

17 

18 

of } 0 

94 3 

23.5 

22.8 

22.1 

21.4 

20.7 

20.0 

19.3 

18.6 

18.0 

17.3 

16.7 

16.1 

25.0 

24. 9 

24.2 

24.2 

23.5 

23.5 

22.8 

22.7 

22.1 

22.0 

21.4 

21.3 

20.7 

20.6 

20.0 

19.9 

19.3 

19.3 

18.6 

18.6 

18.0 

17.9 

17.3 

17.3 

16.7 

16.7 

16.0 

16.0 

2 4JJ 

24.1 

23.4 

22.7 

22.0 

21.3 

20.6 

19.9 

19.2 

18.6 

17.9 

17.3 

16.6 

16.0 

20 

24.8 

24.1 

23.4 

22.7 

22.0 

21.3 

20.6 

19.9 

19.2 

18.5 

17.9 

17.3 

16.6 

16.0 

i 16 

! 17 
! 18 

! 

21 

24.8 

24.0 

23.3 

22. 6 

21.9 

21.2 

20.5 

19.9 

19.2 

18.5 

17.9 

17.2 

16.6 

16.0 

22 

24.7 

24.0 

23.3 

22.6 

21.9 

21.2 

20.5 

19.8 

19.2 

18.5 

17.8 

17.2 

16.6 

16.0 

23 

24.7 

23.9 

23.2 

22.5 

21.8 

21.1 

20.5 

19.8 

19.1 

18.5 

17.8 

17.2 

16.6 

15.9 

24 

24.6 

23.9 

23.2 

22.5 

21.8 

21.1 

20.4 

19.8 

19.1 

18.4 

17.8 

17.2 

16.5 

15.9 

! 20 

25 

24.5 

23.8 

23.1 

22.4 

21.7 

21.1 

20.4 

19.7 

19.1 

18.4 

17.8 

17.1 

16.5 

15.9 

21 

26 

24.4 

23.7 

23.1 

22.4 

21.7 

21.0 

20.3 

19.7 

19.0 

18.4 

17.7 

17.1 

16.5 

15.9 


27 

24.4 

23.7 

23.0 

22.3 

21.6 

21.0 

20.3 

19.6 

19.0 

18.3 

17.7 

17.1 

16.5 

15.9 

23 

28 

24.3 

23.6 

22.9 

22.2 

21.6 

20.9 

20.2 

19.6 

18.9 

18.3 

17.7 

17.0 

16.4 

15.8 

24 

29 

24.2 

23.5 

22.8 

22.2 

21.5 

20.8 

20.2 

19.5 

18.9 

18.3 

17.6 

17.0 

16.4 

15.8 

25 

30 

24.1 

23.4 

22.8 

22.1 

21.4 

20.8 

20.1 

19.5 

18.8 

18.2 

17.6 

17.0 

16.4 

15.8 

26 

31 

24.0 

23,3 

22.7 

22.0 

21.4 

20.7 

20.1 

19.4 

18.8 

18.2 

17.5 

16. 9 

16.3 

15.7 

27 

32 

23.9 

23.2 

22.6 

21.9 

21.3 

20.6 

20.0 

19.4 

18.7 

18.1 

17.5 

16.9 

16.3 

15.7 

28 

33 

23.8 

23.1 

22.5 

21.8 

21.2 

20.6 

19.9 

19.3 

18.7 

18.1 

17.4 

16.8 

16.2 

15.6 

29 

34 

23 . 6 * 

23.0 

22.4 

21.7 

21.1 

20.5 

19.8 

19.2 

18.6 

18.0 

17.4 

16.8 

16.2 

15.6 

39 

35 

23.5 

22.9 

22.3 

21.6 

21.0 

20.4 

19.8 

19.1 

18.5 

17.9 

17.3 

16.7 

16.1 

15.6 

31 

36 

23.4 

22.7 

22.1 

21,5 

20.9 

20.3 

19.7 

19.1 

18.5 

17.9 

17.3 

16.7 

16.1 

15.5 

32 

37 

23.2 

22.6 

22.0 

21.4 

20.8 

20.2 

19.6 

19.0 

18.4 

17.8 

17.2 

16.6 

16.0 

15.5 

33 

38 

23.1 

22.5 

21.9 

21.3 

20.7 

20.1 

19.5 

18.9 

18.3 

17.7 

17.1 

16.5 

16.0 

15.4 

34 

39 

22.9 

22.3 

21.7 

21.1 

20.5 

20.0 

19.4 

18.8 

18.2 

17.6 

17.0 

16.5 

15.9 

15.3 

: Ages | 




















Male 

64 

65 

66 


67 

68 

69 


70 

71 

72 

73 

74 

75 

76 

77 

78 

Male 

Female 

69 

70 

71 


72 

73 

74 


75 

76 

77 

78 

79 

80 

81 

82 

83 

6 

11 

15.5 

14.9 

14.3 

13.7 

13.1 

12.6 

12.0 

11.5 

11.0 

10.5 

10.0 

9.6 

9.1 

8.7 

8.2 

7 

12 

15.5 

14.9 

14.3 

13.7 

13.1 

12.6 

12.0 

11.5 

11.0 

10.5 

10.0 

9.6 

9.1 

8.7 

8.2 

8 

13 

15.5 

14.9 

14.3 

13.7 

13.1 

12.6 

12.0 

11.5 

11.0 

10.5 

10.0 

9.6 

9.1 

8.7 

8.2 

9 

14 ! 

15.5 

14.9 

14.3 

13.7 

13.1 

12.6 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8.7 

8.2 

m 

15 

15.4 

14.8 

14.3 

13.7 

13.1 

12.6 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8.7 

8.2 

11 

16 

15.4 

14.8 

14.2 

13.7 

13.1 

12.6 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8.7 

8.2 

12 

17 

; 15.4 

14.8 

14.2 

13.7 

13.1 

12.5 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8.6 

8.2 

13 

18 

■ 15.4 

14.8 

14.2 

13.6 

13.1 

12.5 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8 . 6 . 

8.2 

14 

19 

; 15.4 

14.8 

14.2 

13.6 

13.1 

12.5 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8.6 

8.2 

15 

20 

I 15.4 

14.8 

14.2 

13.6 

13.1 

12.5 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8 . 6 , 

8.2 

16 

21 

i 15.4 

14.8 

14.2 

13.6 

13.1 

12.5 

12.0 

11.5 

11.0 

10.5 

10.0 

9.5 

9.1 

8.6 

8.2 ; 

17 

22 

15.4 

14.8 

14.2 

13.6 

13.0 

12.5 

12.0 

11.5 

10.9 

10.5 

10.0 

9.5 

9.1 

8.6 

8.2 

18 

23 

15.3 

14.7 

14.2 

13.6 

13.0 

12.5 

12.0 

11.4 

10.9 

10.4 

10.0 

9.5 

9.1 

8.6 

8.2 

19 

24 

15.3 

14.7 

14.1 ; 

13.6 

13.0 

12.5 

12.0 

11.4 

10.9 

10.4 

10.0 

9.5 

9.1 

8.6 

8.2 

20 

25 

15.3 

14,7 

14.1 

13.6 

13.0 

12.5 

11.9 

11.4 

10.9 

10.4 

10.0 

9.5 

9.0 

8.6 

8.2 

21 

26 

15.3 

14.7 

14.1 

13.5 

13.0 

12.5 

11.9 

11.4 

10. 9 

10.4 

9.9 

9.5 

9.0 

8. 6 

8.2 

22 

'27 

15.3 

14.7 

14.1 

13.5 

13.0 

12.4 

11.9 

11.4 

10.9 

10.4 

9.9 

9.5 

9.0 

8.6 

8.2 

23 

28 

15.2 

14.6 

14.1 

13.5 

13.0 

12.4 

11.9 

11.4 

10.9 

10.4 

9.9 

9.5 

9.0 

8.6 

8.2 

24 

30 

15.2 

14.6 

14.0 

13.5 

12.9 

12.4 

11.9 

11.4 

10.9 

10.4 

9.9 

9.5 

9.0 

8.6 

8.2 

25 

30 

15. 2 

14.6 

14.0 

13.5 

12.9 

12.4 

11.9 

11.4 

10.9 

10.4 

9.9 

9.5 

9.0 

8. 6 

8.2 

26 

31 : 

15.1 

14.6 

14.0 

13.4 

12.9 

12.4 

11.9 

11.3 

10.8 

10.4 

9.9 

9.4 

9.0 

8.6 

8.2 

27 

32 

15.1 

14.5 

14.0 

13.4 

12.9 

12.4 

11.8 

11.3 

10.8 

10.4 

9.9 

9.4 

9.0 

8.6 

8.2 

28 

33 

15. 1 

14. 5 

13.9 

13.4 

12.9 

12.3 

11.8 

11.3 

10.8 

10.3 

9.9 

9.4 

9.0 

8.6 

8.1 

21 

34 

15.0 

14,5 

13.9 

13.4 

12.8 

12.3 

11.8 

11.3 

10.8 

10.3 

9.9 

9,4 

9.0 

8. 5 

8. 1 

80 

35 

15.0 

14.4 

13.9 

13.3 

12.8 

12.3 

11.8 

11.3 

10.8 

10.3 

9.8 

9.4 

9.0 

8.5 

8.1 

31 

36 

14.9 

14.4 

13.8 

13.3 

12.8 

12.2 

11.7 

11.2 

10.8 

10.3 

9.8 

9.4 

8.9 

8. 5 

8.1 

82 

37 

14. 9 

! 14.3 

13.8 

13.3 

12.7 

12.2 

11.7 

11.2 

10.7 

10.3 

9.8 

9.4 

8.9 

8. 5 

8 1 

33 

34 

38 

: m < 

14. 8 
14.8 

14.3 

14.2 

13.8 

13.7 

13.2 

13.2 

12.7 

12.7 

12.2 

12.2 

11.7 

11.7 

11.2 

11.2 

10.7 

10.7 

10.2 

10.2 

9.8 

9.8 

9.3 

9.3 

8.9 

8.9 

8.5 

8.5 

8.1 

8.1 


•Erroneously shown as 26.6 in T. D. 6211 ; corrected by T. D. 6233. 
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Table II A. — Annuities for Joint Life Only — Two Lives — Expected Return 

Multiples — Continued 



Ages 

Male 

79 

84 

80 

85 

81 

86 

82 

87 

83 

88 

84 

89 

85 

90 

86 

91 

87 

92 

88 

93 

89 

94 

90 

95 

91 

96 

92 

97 

93 

98 

Male 

Female 

6 

11 

7.8 

7.4 

7.1 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

7 

12 

7.8 

7.4 

7.1 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3 . 5 

8 

13 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

9 

14 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

10 

15 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

11 

16 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

12 

17 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

13 

18 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.1 

4.8 

4.5 

4.2 

4.0 

3.7 

3 . 5 

14 

19 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.0 

4.8 

4.5 

4.2 

4.0 

3 . 7 

3 . 5 

15 

20 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.0 

4.8 

4.5 

4.2 

4.0 

3 . 7 

3.5 ' 

16 

21 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.0 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

17 

22 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.0 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

18 

23 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.0 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

19 

24 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.7 

5.3 

5.0 

4.8 

4.5 

4.2 

4.0 

3.7 

3.5 

20 

25 

7 8 

7 4 

7.0 

6.7 

6.3 

6.0 

5.6 

5.3 

5.0 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

21 

26 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.6 

5.3 

5.0 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

22 

27 

7.8 

7.4 

7.0 

6.7 

6.3 

6.0 

5.6 

5.3 

5.0 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

23 

28 

7.8 

7.4 

7.0 

6.6 

6.3 

6.0 

5.6 

5.3 

5.0 

4.8 

4.5 

12 

4.0 

3.7 

3.5 

24 

29 

7.8 

7.4 

7.0 

6.6 

6.3 

6.0 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

4.0 

3.7 

3.5 

25 

30 

7.8 

7.4 

7.0 

6.6 

6.3 

6.0 

5.6 

5.3 

5.0 

4.7 

4.5 

4.2 

4.0 

3.7 

3.5 

26 

31 

7.8 

7.4 

7.0 

6.6 

6.3 

6.0 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

4.0 

3.7 

3.5 

27 

32 

7.7 

7.4 

7.0 

6.6 

6.3 

5.9 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

4.0 

3.7 

3.5 

28 

33 

7.7 

7.4 

7.0 

6.6 

6.3 

5.9 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

4.0 

3.7 

3.5 

29 

34 

7.7 

7.3 

7.0 

6.6 

6.3 

5.9 

5.6 

5.3 

5.0 

4.7 

4.5 

4.2 

4.0 

3.7 

3.5 

30 

35 

7.7 

7.3 

7.0 

6.6 

6.3 

5.9 

5.6 

5.3 

5.0 

4 7 

4.5 

12 

4.0 

3.7 

3.5 

31 

36 

7.7 

7.3 

7.0 

6.6 

6.3 

5.9 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

4.0 

3.7 

3.5 

32 

37 

7.7 

7.3 

7.0 

6.6 

6.3 

5.9 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

4.0 

3.7 

3.5 

33 

38 

7.7 

7.3 

6.9 

6.6 

6.2 

5.9 

5.6 

5.3 

5.0 

4.7 

4.5 

12 

3.9 

3.7 

3.5 

34 

39 

7.7 

7.3 

6.9 

6.6 

6.2 

5.9 

5.6 

5.3 

5.0 

4.7 

4.4 

12 

3.9 

3.7 

3.5 

Ages 

















Male 

94 

95 

96 

97 

98 

99 

100 

101 ! 

102 

103 

104 

105 

106 

107 

108 

Male 

Female 

99 

100 

101 

102 

103 

104 

105 

106 

107 

108 

109 

110 

111 

112 

113 

6 

11 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

0.8 

0.7 

7 

12 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

8 

13 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

9 

14 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

10 

15 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

11 

16 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

12 

17 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

13 

18 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

■ 1.5 

1.3 

1.2 

1.0 

.8 

.7 

14 

19 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

15 

20 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1 . 5 

1.3 

1.2 

1.0 

.8 

.7 

16 

21 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

17 

22 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

18 

23 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

19 

24 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

.20 

25 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

21 

26 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

22 

27 

3.3 

3.1 

2.9 

2.7 

2.5 

2,3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

23 

28 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

24 

29 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

25 

30 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2. 1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

26 

31 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

27 

32 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

28 

33 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

29 

34 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

30 

35 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

31 

36 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

32 

37 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

33 

38 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 

34 

39 

3.3 

3.1 

2.9 

2.7 

2.5 

2.3 

2.1 

1.9 

1.7 

1.5 

1.3 

1.2 

1.0 

.8 

.7 
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Table II A . — Annuities for Joint Life Only — Two Lives Expected Return 
Multiples — Continued 


Ages 

35 

40 

36 

41 

37 

42 

38 

43 

39 

44 

40 

45 

41 

46 

42 

47 

43 

48 

44 

49 

45 

50 

46 

51 

47 

52 


Male 



Male 

Female 

35 

40 

30.3 

29.9 

29.4 

29.0 

28.5 

28.0 

27.5 

27.0 

26.5 

26.0 

25.5 

24.9 

24.4 


41 

29.9 

29.5 

29.0 

28.6 

28.2 

27.7 

27.2 

26.7 

26.2 

25.7 

25.2 

24.7 

24.2 

37 

42 

29.4 

29.0 

28.6 

28.2 

27.8 

27.3 

26.9 

26.4 

25.9 

25.5 

25.0 

24.4 

23.9 

8R 

43 

29.0 

28. 6 

28.2 

27.8 

27.4 

27.0 

26.5 

26.1 

25.6 

25.2 

24.7 

24.2 

23.7 

39 

44 

28.5 

28.2 

27.8 

27.4 

27.0 

26.6 

26.2 

25.8 

25.3 

24.8 

24.4 

23.9 

23.4 

40 

45 

28.0 

27.7 

27.3 

27.0 

26.6 

26.2 

25.8 

25.4 

25.0 

24.5 

24.1 

23.6 

23.1 

41 

46 

27.5 

27.2 

26.9 

26.5 

26.2 

25.8 

25.4 

25.0 

24.6 

24.2 

23.8 

23.3 

22.9 

42 

47 

27.0 

26.7 

26.4 

26.1 

25.8 

25.4 

25.0 

24.6 

24.2 

23.8 

23.4 

23.0 

22.6 

43 

48 

26.5 

26.2 

25.9 

25.6 

25.3 

25.0 

24.6 

24.2 

23.9 

23.5 

23.1 

22.7 

22.2 

44 

49 

26.0 

25.7 

25.5 

25.2 

24.8 

24.5 

24.2 

23.8 

23.5 

23.1 

22.7 

22.3 

21.9 

45 

50 

25.5 

25.2 

25.0 

24.7 

24.4 

24.1 

23.8 

23.4 

23.1 

22.7 

22.4 

22.0 

21.6 

45 

51 

24.9 

24.7 

24.4 

24.2 

23.9 

23.6 

23.3 

23.0 

22.7 

22.3 

22.0 

21.6 

21.2 

47 

52 

24.4 

24.2 

23.9 

23.7 

23.4 

23.1 

22.9 

22.6 

22.2 

21.9 

21.6 

21.2 

20.9 

Ages. 














■" 1 s 

j Male 

48 

49 

50 

51 

52 

53 

54 

55 

56 

57 

58 

59 

60 

i 

Male * Female 

53 

54 

55 

56 

57 

58 

59 

60 

61 

62 

63 

64 

65 

35 

40 

23. £ 

23.3 

22.7 

22.1 

21.6 

21.0 

20.4 

19.8 

19.3 

18.7 

18.1 

17.5 

17.0 

So 

41 

23. 6 i 

! 23.1 

22.5 ; 

22.0 

21.4 

20.8 

20.3 

19.7 

19. 1 

18.6 

18.0 

17.4 

16.9 

37 

42 

23.4 

! 22.9 

22.3 

21.8 

21.2 

20.7 

20.1 

19.6 

19.0 

18.4 

17.9 

17.3 

16.8 

SS 

43 

23.2 

! 22.6 

22.1 

21.6 

21.1 

20.5 

20.0 

19.4 

18.9 

18.3 

17.8 

17.2 

16.7 

39 

44 

22.9 

22.4 

21.9 

21.4 

20.9 

20.3 

19.8 

19.3 

18.7 

18.2 

17.7 

17.1 

16.6 

4© 

45 

22.7 

22.2 

21.7 

21.2 

20.7 

20.1 

19.6 

19.1 

18.6 

18.0 

17.5 

17.0 

16.5 

41 

46 

22.4 

21.9 

21.4 

20.9 

20.4 

19.9 

19.4 

18.9 

18.4 

17.9 

17.4 

16.9 

16.3 

. 42 

47 

22.1 

21.6 

21.2 

20.7 

20.2 

19.7 

19.2 

18.7 

18.2 

17.7 

17.2 

16.7 

16.2 

43 

48 

21.8 

21.4 

20.9 

20.5 

20.0 

19.5 

19.0 

18.6 

18.1 

17.6 

17.1 

16.6 

16.1 

44 

49 

1 21.5 

21.1 

20.6 

20.2 

19.8 

19.3 

18.8 

18.4 

17.9 

17.4 

16.9 

16.4 

15.9 

45 

50 

21.2 

20.8 

20.4 

19.9 

19.5 

19.1 

18.6 

18.1 

17.7 

17.2 

16.7 

16.3 

15.8 

4§ 

51 

20.9 

ms 

20.1 

19.7 

19.2 

18.8 

18.4 

17.9 

17.5 

17.0 

16.6 

16.1 

15.6 

H 

52 

20.5 

20.1 

1 19.8 

19.4 

19.0 

18.5 

18.1 

17.7 

17.3 

16.8 

16.4 

15.9 

15.5 

4S 

g 

20.2 

19.8 

19.4 

19.1 

18.7 

18.3 

17.9 

17.5 

17.0 

16.6 

16.2 

15.7 

15.3 

49 

54 

1§.8 

19.5 

19.1 

1 18.8 

18.4 

18.0 

17.6 

17.2 

16.8 

16.4 

16.0 

15. 5 

15 . 1 

SO 

55 

19.4 

19.1 

18.8 

18.4 

18.1 

17.7 

17.3 

16.9 

16.6 

16.2 

15.8 

15.3 

14.9 

51 

56 

19.1 

18.8 

18.4 

18.1 

17.8 

17.4 

17.0 

16.7 

16.3 

15.9 

15.5 

15.1 

14.7 

52 

57 

18.7 

18.4 

18.1 

17.8 

17.4 

17.1 

16.8 

16.4 

16.0 

15.7 

15.3 

14.9 

14. 5 

53 

58 

18.3 

18.0 

17.7 

17.4 

17.1 

16.8 

16.4 

16.1 

15.8 

15.4 

15.1 

14.7 

14.3 

54 

59 

17.9 

17.6 

17.3 

17.0 

16.8 

16.4 

16.1 

15.8 

15.5 

15.1 

14.8 

14.4 

14. 1 

£5 

§0 

17.5 

17.2 

16.9 

16.7 

16.4 

16.1 

15.8 

15.5 

15.2 

14.9 

14.5 

14.2 

13.9 

56 

61 

| 17.0 

16.8 

16.6 

16.3 

16.0 

15.8 

15.5 

15. 2 

14.9 

14.6 

14.3 

13.9 

13.6 

57 

62 

; 16.6 

16.4 

16.2 

15.9 

15.7 

15.4 

15.1 

14.9 

14.6 

14.3 

14.0 

13.7 

13.4 

£$ 

63 

i 16. 2 

16.0 

15.8 

15.5 

15.3 

15.1 

14.8 

14.5 

14.3 

14.0 

13.7 

13.4 

13. 1 


64 

! 15.7 

16.5 

15.3 

15.1 

14.9 

14.7 

14.4 

14.2 

13.9 

13.7 

13.4 

13. 1 

12.8 

€0 

65 

15.3 

15.1 

14.9 

14.7 

14.5 

14.3 

14.1 

13.9 

13.6 

13.4 

13.1 

12.8 

12.6 
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Table II A . Annuities fob Joint Life Only — Two Lives — Expected Return 

Multiples — Continued 


A 

Lges 

Male 

61 

66 

62 

67 

63 

68 

64 

69 

65 

70 

66 

71 

67 

72 

68 

73 

69 

74 

70 

75 

71 

76 

72 

77 

73 

78 

Male 

Female 

35 

40 

16.4 

15.8 

15.3 

14.7 

14.2 

13.7 

13.1 

12.6 

12.1 

11.6 

11.1 

10.7 

10.2 

36 

41 

16.3 

15.8 

15.2 

14.7 

14.1 

13.6 

13.1 

12.6 

12.1 

11.6 

11.1 

10.6 

10.2 

37 

42 

16.2 

15.7 

15.1 

14.6 

14.1 

13.6 

13.0 

12.5 

12.0 

11.5 

11.1 

10.6 

10.1 

38 

43 

16.1 

15.6 

15.1 

14. 5 

14.0 

13.5 

13.0 

12.5 

12.0 

11.5 

11.0 

10.6 

10.1 

39 

44 

16.0 

15.5 

15.0 

14.5 

13.9 

13.4 

12.9 

12.4 

11.9 

11.5 

11.0 

10.5 

10.1 

40 

45 

15.9 

15.4 

14.9 

14.4 

13.9 

13.4 

12.9 

12.4 

11.9 

11.4 

11.0 

10.5 

10.0 

41 

46 

15.8 

15.3 

14.8 

14.3 

13.8 

13.3 

12.8 

12.3 

11.8 

11.4 

10.9 

10.5 

10.0 

42 

47 

15.7 

15.2 

14.7 

14.2 

13.7 

13.2 

12.7 

12.3 

11.8 

11.3 

10.9 

10.4 

10.0 

43 

48 

15.6 

15.1 

14.6 

14. 1 

13.6 

13.1 

12.7 

12.2 

11.7 

11.3 

10.8 

10.4 

9.9 

44 

49 

15.5 

15.0 

14.5 

14.0 

13.5 

13.1 

12.6 

12.1 

11.7 

11.2 

10.8 

10.3 

9.9 

45 

50 

15.3 

14.8 

14.4 

13.9 

13.4 

13.0 

12.5 

12.0 

11.6 

11.1 

10.7 

10.3 

9.8 

46 

51 

15.2 

14.7 

14.2 

13.8 

13.3 

12.9 

12.4 

12.0 

11.5 

11.1 

10.6 

10.2 

9.8 

47 

52 

15.0 

14.6 

14.1 

13. 7 

13.2 

12.8 

12.3 

11.9 

11.4 

11.0 

10.6 

10. 1 

9.7 

48 

53 

14.9 

14.4 

14.0 

13.5 

13.1 

12.6 

12.2 

11.8 

11.3 

10.9 

10.5 

10.1 

9.7 

49 

54 

14.7 

14.3 

13.8 

13.4 

13.0 

12.5 

12.1 

11.7 

11.3 

10.8 

10.4 

10.0 

9.6 

50 

55 

14.5 

14.1 

13.7 

13.3 

12.8 

12.4 

12.0 

11.6 

11.2 

10.7 

10.3 

9.9 

9.5 

51 

56 

14.3 

13.9 

13.5 

13.1 

12.7 

12.3 

11.9 

11.5 

11.1 

10.7 

10.3 

9.9 

9.5 

52 

57 

14.1 

13. 7 

13.3 

12.9 

12.5 

12.1 

11.7 

11.3 

10.9 

10.6 

10.2 

9.8 ; 

9.4 

53 

58 

13.9 

13.6 

13.2 

12.8 

12.4 

12.0 

11. 6 

11.2 

10.8 

10.5 

10.1 

9.7 

9.3 

54 

59 

13.7 

13.4 

13.0 

12.6 

12.2 

\ 11.9 

11.5 

11.1 

10.7 

10.3 

10.0 

9.6 

9.2 

55 

60 

13.5 

13.2 

12.8 

12.4 

12.1 

11.7 

11.3 

11.0 

10.6 

10.2 

9.9 

9.5 

9.1 

56 

61 

13.3 

12.9 

12.6 

12.2 

11.9 

11.5 

11.2 

10.8 

10.5 

10.1 

9.8 

9.4 

9.0 

57 

62 

13.0 

12.7 

12.4 

12. 1* 

11.7 

11.4 

11.0 

10.7 

10.3 

10.0 

9.6 

9.3 

8.9 

58 

63 

12.8 

12.5 

12.2 

11.8 

11.5 

11.2 

10.9 

10.5 

10.2 

9.8 

9.5 

9.2 

8.8 

59 

64 

12.6 

12.3 

11.9 

11.6 

11.3 

11.0 

10.7 

10.4 

10.0 

9.7 

9.4 

9.1 

8.7 

60 

65 

12.3 

12.0 

11.7 

11.4 

11.1 

10.8 

10.5 

10.2 

9.9 

9.6 

9.3 

8.9 

8.6 

61 

66 

12.0 

11.8 

11.5 

11.2 

10.9 

10.6 

10.3 

10.0 

9.7 

9.4 

9.1 

8.8 

8.5 

62 

67 

11.8 

11.5 

11.2 

11.0 

10.7 

10.4 

10.1 

9.8 

9.6 

9.3 

9.0 

8.7 

8.4 

63 

68 

11.5 

11.2 

11.0 

10.7 

10.5 

10.2 

9.9 

9.7 

9.4 

9.1 

8.8 

8.5 

8.2 

64 

69 

11.2 

11.0 

10.7 

10.5 

10.2 

10.0 

9.7 

9.5 

9.2 

8.9 

8.7 

8.4 

8.1 

65 

70 

10.9 

10.7 

10.5 

10.2 

10. 0 

9.8 

9.5 

9.3 

9.0 

8.8 

8.5 

8.2 

8.0 

66 

71 

10.6 

10.4 

10.2 

10.0 

9.8 

9.5 

9.3 

9.1 

8.8 

8.6 

8.3 

8.1 

7.8 

67 

72 

10.3 

10.1 

9.9 

9.7 

9.5 

9.3 

9. 1 

8.9 

8.6 

8.4 

8.1 

7.9 

7.7 

68 

73 

10.0 

9.8 

9.7 

9.5 

9.3 

9.1 

8.9 

8.6 

8.4 

8.2 

8.0 

7.7 

7.5 

69 

74 

9.7 

9.6 

9.4 

9.2 

9.0 

8.8 

8.6 

8.4 

8.2 

8.0 

7.8 

7.6 

7.3 

70 

75 

9.4 

9.3 

9.1 

8.9 

8.8 

8.6 

8.4 

8.2 

8.0 

7.8 

7.6 

7.4 

7.2 

71 

76 

9.1 

9.0 

8.8 

8.7 

8.5 

8.3 

8.1 

8.0 

7.8 

7.6 

7.4 

7.2 

7„,0 

72 

77 

8.8 

8.7 

8.5 

8.4 

8.2 

8.1 

7.9 

7.7 

7.6 

7.4 

7.2 

7.0 

6.8 

73 

78 

8.5 

8.4 

8.2 

8.1 

8.0 

7.8 

7.7 

7.5 

7.3 

7.2 

7.0 

6.8 

6.7 


’•‘Erroneously shown as 12.0 in T. D. 6211 ; corrected by T. D. 6233. 
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Table IIA. — 


Annuities foe Joint Life Only— Two Lives— Expected Return 
Multiples — Continued 


ges 

| 

75 

80 

76 

81 

77 

82 

78 

83 

79 

84 

80 

85 

81 

86 

82 

87 

83 

88 

84 

89 

85 

90 

86 

91 

Male 

74 

79 

Female 


g 7 

9 3 

8.9 

8.5 

8.1 

7.7 

7.3 

6.9 

6.6 

6.2 

5.9 

5.6 

5.3 


9 7 

9.3 

8.9 

8.4 

8.0 

7.7 

7.3 

6.9 

6.6 

6.2 

5.9 

5.6 

5.3 


9 7 

9.3 

8.8 

8.4 

8.0 

7.6 

7.3 

6.9 

6. 5 

6.2 

5. 9 

5.6 

5.3 


97 

9.2 

8.8 

8.4 

8.0 

7.6 

7.2 

6.9 

6.5 

6.2 

5.9 

5.6 

5.3 

44 

9 6 

9.2 

8.8 

8.4 

8.0 

7.6 

7.2 

6.9 

6. 5 

6.2 

5. 9 

5.6 

5.3 

45 

9.6 

9.2 

8.8 

8.4 

8.0 

7.6 

7.2 

6.9 

6.5 

6.2 

5.9 

5.5 

5.2 

46 

9.6 

9.2 

8.7 

8.3 

7.9 

7.6 

7.2 

6.8 

6.5 

6.2 

5.8 

5.5 

5.2 

47 

9.5 

9.1 

8.7 

8.3 

7.9 

7.5 

7.2 

6.8 

6.5 

6.2 

5.8 

5.5 

5.2 

48 

9.5 

9.1 

8.7 

8.3 

7.9 

7.5 

7.2 

6.8 

6.5 

6.1 

5.8 

5.5 

5.2 

49 

9.5 

9.0 

8.6 

8.2 

7.9 

7.5 

7.1 

6.8 

6.4 

6.1 

5.8 

5.5 

5.2 

50 

9.4 

9.0 

8.6 

8.2 

7.8 

7.5 

7.1 

6.8 

6.4 

6.1 

5.8 

5.5 

5.2 

51 

9.4 

9.0 

8.6 

8.2 

7.8 

7.4 

7.1 

6.7 

6.4 

6.1 

5.8 

5.5 

5.2 

52 

9.3 

8.9 

8.5 

8.1 

7.8 

7.4 

7.1 

6.7 

6.4 

6.1 

5.8 

5.5 

5.2 

53 

9.3 

8.9 

8.5 

8.1 

7.7 

7.4 

7.0 

6.7 

6.4 

6.0 

5.7 

5.4 

5.1 

54 

9.2 

8.8 

8.4 

8.1 

7.7 

7.3 

7.0 

6.7 

6.3 

6.0 

5.7 

5.4 

5.1 

55 

9.1 

8.8 

8.4 

8.0 

7.7 

7.3 

7.0 

6.6 

6.3 

6.0 

5.7 

5.4 

5.1 

56 

9.1 

8.7 

8.3 

8.0 

7.6 

7.3 

6.9 

6.6 

6.3 

6.0 

5.7 

5.4 

5.1 

57 

9.0 

8.6 

8.3 

7.9 

7.6 

7.2 

6.9 

6.6 

6.2 

5.9 

5,6 

5.4 

5.1 

58 

8.9 

8.6 

8.2 

7.9 

7.5 

7.2 

6.9 

6.5 

6.2 

5.9 

5.6 

5.3 

5.1 

59 

8.9 

8.5 

8.2 

7.8 

7.5 

7.1 

6.8 

6.5 

6.2 

5.9 

5.6 

5.3 

5.0 

60 

8.8 

8.4 

8.1 

7.7 

7.4 

7.1 

6.8 

6.4 

6.1 

5.8 

5.6 

5.3 

5.0 

61 

8.7 

8.4 

8.0 

7.7 

7.3 

7.0 

6.7 

6.4 

6.1 

5.8 

5.5 

5.3 

5.0 

62 

8.6 

8.3 

7.9 

7.6 

7.3 

7.0 

6.7 

6.4 

6.1 

5.8 

i 5.5 

5.2 

5.0 

63 

8.5 

8.2 

7.9 

7.5 

7.2 

6.9 

6.6 

6.3 

6.0 

5.7 

5.5 

5.2 

4.9 

64 

8.4 

8.1 

7.8 

7.5 

7.1 

6.8 

6.5 

6.3 

6.0 

5.7 

5.4 

5.2 

4.9 

65 

8.3 

8.0 

7.7 

7.4 

7.1 

6.8 

6.5 

6.2 

5.9 

5.6 

5.4 

5.1 

4.9 

66 

8.2 

7.9 

7.6 

7.3 

7.0 

6.7 

6.4 

6.1 

5.9 

5.6 

5.3 

5.1 

4.8 

67 

8.1 

7.8 

7.5 

7.2 

6.9 

6.6 

6.4 

6.1 

5.8 

5.5 

5.3 

5.0 

4.8 

68 

8.0 

7.7 

7.4 

7.1 

6.8 

6.6 

6.3 

6.0 

5.7 

5.5 

5.2 

5.0 

4.7 

69 

7.8 

7.6 

7.3 

7.0 

6.7 

6.5 

6.2 

5.9 

5.7 

5.4 

5.2 

4.9 

4.7 

70 

7.7 

7.4 

7.2 

6.9 

6.6 

6.4 

6.1 

5.9 

5.6 

5.4 

5.1 

4.9 

4.7 

71 

7.6 

7.3 

7.1 

6.8 

6.5 

6.3 

6.0 

5.8 

5.5 

5.3 

5.1 

4.8 

4.6 

72 

7.4 

7.2 

6.9 

6.7 

6.4 

6.2 

6.0 

5.7 

5.5 

5.2 

5.0 

4.8 

4.6 

73 

7.3 

7.0 

6.8 

6.6 

6.3 

6.1 

5.9 

5.6 

5.4 

5.2 

4.9 

4.7 

4. 5 

74 i 

7.1 

6.9 

6.7 

6.4 

6.2 

6.0 

5.8 

5.5 

5.3 

5.1 

4.9 

4.7 

4.5 

75 

7.0 

6.8 

6.5 

6.3 

6.1 

5.9 

5.7 

5.4 

5.2 

5.0 

4.8 

4.6 

4.4 

76 

6.8 

6.6 

6.4 

6.2 

6.0 

5.8 

'5.6 

5.3 

5.1 

4.9 

4.7 

4.5 

4.3 

77 

6.6 

6.4 

6.3 

6.1 

5.9 

5.7 

5.5 

5.3 

5.0 

4.9 

4.7 

4.5 

4.3 

78 

6.5 

6.3 

6.1 

5.9 

5.7 

5.5 

5.3 

5.1 

5.0 

4.8 

4.6 

4.4 

4.2 

79 

6.3 

6.1 

6.0 

5.8 

5.6 

5.4 

5.2 

5.0 

4.9 

4.7 

4. 5 

4.3 

4.1 

80 

6.1 

6.0 

5.8 

5.6 

5.5 

5.3 

5.1 

4.9 

4.8 

4.6 

4.4 

4.2 

4.1 

81 

6.0 

5.8 

5.6 

5.5 

5.3 

5.2 

5.0 

4.8 

4.7 

4.5 

4.3 

4.1 

4.0 

82 

5.8 

5.6 

5.5 

5.3 

5.2 

5.0 

4.9 

4.7 

4.5 

4.4 

4.2 

4.1 

3.9 

83 

5.6 

5.5 

5.3 

5.2 

5.0 

4.9 

4.7 

4.6 

4.4 

4.3 

4.1 

4.0 

3.8 

84 

5.4 

5.3 

5.2 

5.0 

4.9 

4.7 

4.6 

4.5 

4.3 

4.2 

4.0 

3.9 

3.7 

85 

5.2 

5.1 

5.0 

4.9 

4.7 

4.6 

4.5 

4.3 

4.2 

4.1 

3.9 

3.8 

3.6 

86 

5.0 

4.9 

4.8 

4.7 

4.6 

4.5 

4.3 

4.2 

4.1 

3.9 

3.8 

3.7 

3. 6 

87 

4.9 

4* 8 

4.7 

4.5 

4.4 

4.3 

4.2 

4.1 

4.0 

3.8 

3.7 

3.6 

3. 5 

88 

4.7 

4.6 

4.5 

4.4 

4.3 

4.2 

4.1 

3.9 

3.8 

3.7 

3.6 

3.5 

3.4 

89 

4. 5 

4.4 

4.3 

4.2 

4.1 

4.0 

3.9 

3.8 

3.7 

3.6 

3. 5 

3.4 

3.3 

90 

4. 3 

4.2 

4.1 

4.1 

4.0 

3.9 

3.8 

3.7 

3.6 

3.5 

3.4 

3.3 

3.2 

91 

4. 1 

4.1 

4.0 

3.9 

3.8 

3.7 

3.6 

3.6 

3.5 

3.4 

3.3 

3.2 

3.1 
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Table IIA . — Annuities fob Joint Life Only — Two Lives — Expected Return 

Multiple s — Continu e d 


M 

es 

Male 

87 

92 

88 

93 

89 

94 

90 

95 

91 

96 

92 

97 

93 

98 

94 

99 

95 

100 

96 

101 

Male 

Female 

85 

90 

3.1 

2.9 

2.8 

2.7 

2.6 

2.5 

2.3 

2.2 

2.1 

1.9 

86 

91 

3.0 

2.8 

2.7 

2.6 

2.5 

2.4 

2.3 

2.1 

2.0 

1.9 

87 

92 

2.9 

2.8 

2.6 

2.5 

2.4 

2.3 

2.2 

2.1 

1.9 

1.8 

88 

93 

2.8 

2.7 

2.6 

2.4 

2.3 

2.2 

2.1 

2.0 

1.9 

1.7 

89 

94 

2.6 

2.6 

2.5 

2.4 

2.2 

2. 1 

2.0 

1.9 

1.8 

1.7 

90 

95 

2.5 

2.4 

2.4 

2.3 

2.2 

2.0 

1.9 

1.8 

1.7 

1.6 

91 

96 

2.4 

2.3 

2.2 

2.2 

2.1 

2.0 

1.9 

1.7 

1.6 

1.5 

92 

97 

2.3 

2.2 

2.1 

2.0 

2.0 

1.9 

1.8 

1.7 

1.6 

1.5 

93 

98 

2.2 

2.1 

2.0 

1.9 

1.9 

1.8 

1.7 

1.6 

1.5 

1.4 

94 

99 

2.1 

2.0 

1.9 

1.8 

1.7 

1.7 

1.6 

1.5 

1.4 

1.3 

95 

100 

1.9 

1.9 

1.8 

1.7 

1.6 

1.6 

1.5 

1.4 

1.3 

1.2 

96 

101 

1.8 

1.7 

1.7 

1.6 

1.5 

1.5 

1.4 

1.3 

1.2 

1.1 

97 

102 

1.7 

1.6 

1.6 

1.5 

1.4 

1.4 

1.3 

1.2 

1.1 

1.1 

98 

103 

1.6 

1.5 

1.4 

1.4 

1.3 

1.3 

1.2 

1.1 

1.0 

1.0 

99 

104 

1.4 

1.4 

1.3 

1.3 

1.2 

1.1 

1.1 

1.0 

1.0 

.9 

Ages 












Male 

97 

98 

99 

100 

101 

102 

103 

104 

105 

106 

Male 

Female 

102 

103 

104 

105 

106 

107 

108 

109 

110 

111 

85 

90 

1.8 

1.7 

1.5 

1.4 

1.3 

1.1 

1.0 

0.9 

0.8 

0.7 

86 

91 

1.7 

1.6 

1.5 

1.3 

1.2 

1. 1 

. 1.0 

.8 

.7 

.7 

87 

92 

1.7 

1.6 

1.4 

1.3 

1.2 

1.1 

.9 

.8 

.7 

.6 

88 

93 

1.6 

1.5 

1.4 

1.3 

1.1 

1.0 

.9 

.8 

.7 

.6 

89 

94 

1.6 

1.4 

1.3 

1.2 

1.1 

1.0 

.9 

.7 

.7 


90 

95 

1.5 

1.4 

1.3 

1.2 

1.0 

.9 

.8 

.7 

.6 

— 

91 

96 

1.4 

1.3 

1.2 

1.1 

1.0 

.9 

.8 

.7 

.6 

— — 

92 

97 

1.4 

1.3 

1.1 

1.0 

.9 

.8 

.7 

.7 

_ — 

.... 

93 

98 

1.3 

1.2 

1.1 

1.0 

.9 

.8 

.7 

.6 

.... 

.... 

94 

99 

1.2 

1.1 

1.0 

.9 

.8 

.7 

.7 



— -* 

. — 

95 

100 

1.1 

1.0 

1.0 

.9 

.8 

.7 

.6 

— 

— 

— 

96 

101 

1.1 

1.0 

.9 

.8 

.7 

.7 









97 

102 

1.0 

.9 

.8 

.7 

.7 

.6 


— -- 


.... 

98 

103 

.9 

.8 

.7 

.7 

.6 



— 


— 

— 

99 

104 

.8 

.7 

.7 

.6 

— 

— 

— 

— 

— -- 

. . 
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Table III. — Percent Value op Refund Feature — Continued 


Ages 

Duration of guaranteed amount 

Male 

Female 

1 

year 

2 

years 

3 

years 

4 

years 

5 

years 

6 

years 

7 

years 

8 

years 

9 

years 

10 

years 

11 

years 

12 

years 

13 

years 



Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per - 

Per - 

Per- 

Per- 


71 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

66 

1 

3 

4 

6 

8 

9 

11 

13 

14 

16 

18 

20 

22 

67 

72 

2 

3 

5 

6 

8 

10 

12 

14 

15 

17 

19 

21 

23 

68 

73 

2 

3 

5 

7 

9 

11 

13 

14 

16 

18 

21 

23 

25 

69 

74 

2 

4 

6 

7 

9 

11 

13 

16 

18 

20 

22 

24 

26 

70 

75 

2 

4 

6 

8 

10 

12 

14 

17 

19 

21 

23 

26 

28 

71 

76 

2 

4 

6 

9 

11 

13 

15 

18 

20 

22 

25 

27 

29 

72 

77 

2 

5 

7 

9 

12 

14 

16 

19 

21 

24 

26 

29 

31 

73 

78 

2 

5 

7 

10 

12 

15 

18 

20 

23 

25 

28 

30 

33 

74 

79 

3 

5 

8 

11 

13 

16 

19 

22 

24 

27 

30 

32 

35 

75 

80 

3 

6 

8 

11 

14 

17 

20 

23 

26 

29 

31 

34 

37 

76 

81 

3 

6 

9 

12 

15 

18 

21 

24 

27 

30 

33 

36 

39 

77 

82 

3 

7 

10 

13 

16 

20 

23 

26 

29 

32 

35 

38 

41 

78 

83 

4 

7 

11 

14 

17 

21 

24 

28 

31 

34 

37 

40 

43 

79 

84 

4 

8 

11 

15 

19 

22 

26 

29 

33 

36 

39 

42 

45 

80 

85 

4 

8 

12 

16 

20 

24 

27 

31 

34 

38 

41 

44 

47 

81 

86 

4 

9 

13 

17 

21 

25 

29 

33 

36 

40 

43 

46 

49 

82 

87 

5 

9 

14 

18 

23 

27 

31 

35 

38 

42 

45 

48 

51 

83 

88 

5 

10 

15 

19 

24 

28 

33 

37 

40 

44 

47 

50 

53 

84 

89 

5 

11 

16 

21 

26 

30 

34 

38 

42 

46 

49 

52 

55 

85 

90 

6 

11 

17 

22 

27 

32 

36 

41 

44 

48 

51 

55 

57 

Ages 

Duration of guaranteed amount 

Male 

Female 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 



years 

years 

years 

years 

years 

years 

years 

years 

years 

years 

years 

years 

years 



Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 



cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

6 

11 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

7 

12 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

8 

13 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

9 

14 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

10 

15 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

11 

16 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

12 

17 

1 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

13 

18 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

14 

19 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

15 

20 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

16 

21 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

17 

22 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

18 

23 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

2 

19 

24 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

2 

2 

20 

25 

1 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

2 

3 

21 

26 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

2 

3 

3 

22 

27 

1 

1 

1 

1 

2 

2 

2 

2 

2 

2 

3 

3 

3 

23 

28 

1 

1 

1 

2 

2 

2 

2 

2 

2 

2 

3 

3 

3 

24 

29 

1 

1 

2 

2 

2 

2 

2 

2 

2 

3 

3 

3 

3 

25 

30 

1 

1 

2 

2 

2 

2 

2 

2 

3 

3 

3 

3 

3 

26 

31 

1 

2 

2 

2 

2 

2 

2 

3 

3 

3 

3 

3 

4 

27 

32 

2 

2 

2 

2 

2 

2 

3 

3 

3 

3 

3 

4 

4 

28 

33 

2 

2 

2 

2 

2 

3 

3 

3 

3 

3 

4 

4 

4 

29 

34 

2 

2 

2 

2 

2 

3 

3 

3 

3 

4 

4 

4 

5 

30 

35 

2 

2 

2 

2 

3 

3 

3 

3 

4 

4 

4 

5 

5 

31 

36 

2 

2 

2 

3 

3 

3 

3 

4 

4 

4 

5 

5 

5 

32 

37 

2 

2 

3 

3 

3 

3 

4 

4 

4 

5 

5 

5 

6 

33 

38 

2 

3 

3 

3 

3 

4 

4 

4 

5 

5 

5 

6 

6 

34 

39 

3 

3 

3 

3 

4 

4 

4 

5 

5 

5 

6 

6 

7 

35 

40 

3 

3 

3 

4 

4 

4 

5 

5 

5 

6 

6 

7 

7 
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Table III. — Percent Value of Refund Peatuee Continued 


1 Ages 





Duration o 

guara 

nteed 

imoun 





j Male 

1 

! Female 

i 

J 

14 

years 

15 

years 

16 

years 

17 

years 

18 

years 

19 

years 

20 

years 

21 

years 

22 

years 

23 

years 

24 

years 

25 

years 

26 

years 


i 

j 

Per- 

Per- 

Per - 

Per- 

Per - 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

Per- 

j 

| * 
j 37 
SR 

i 

| 41 

42 

43 

cent 

3 

3 

3 

cent 

3 

3 

4 

cent 

4 

4 

4 

cent 

4 

4 

4 

cent 

4 

4 

5 

cent 

5 

5 

5 

cent 

5 

5 

6 

cent 

5 

6 

6 

cent 

6 

6 

7 

cent 

6 

7 

7 

cent 

7 

7 

8 

cent 

7 

8 

8 

cent 

8 

8 

9 

39 

44 

4 

4 

4 

5 

5 

6 

6 

7 

7 

8 

8 

9 

9 

40 

45 

4 

4 

5 

5 

6 

6 

7 

7 

8 

8 

9 

9 

10 

41 

46 

4 

5 

5 

6 

6 

7 

7 

8 

8 

9 

9 

10 

11 

42 

47 

5 

5 

5 

6 

6 

7 

8 

8 

9 

9 

10 

11 

12 

43 

48 

5 

5 

6 

6 

7 

8 

8 

9 

9 

10 

11 

12 

12 

44 

1 49 

5 

6 

6 

7 

7 

8 

9 

9 

10 

11 

12 

12 

13 

45 

50 

6 

6 

7 

7 

8 

9 

9 

10 

11 

12 

12 

13 

14 

4g 

51 

6 

7 

7 

8 

9 

9 

10 

11 

12 

12 

13 

14 

15 

47 

52 

7 

7 

8 

9 

9 

10 

11 

12 

12 

13 

14 

15 

16 

48 

53 

7 

S 

8 

9 

10 

11 

12 

12 

13 

14 

15 

16 

17 

43 

54 

8 

8 

9 

10 

11 

11 

12 

13 

14 

15 

16 

17 

18 

SO 

55 

8 

9 

10 

11 

11 

12 

13 

14 

15 

16 

17 

18 

20 

51 

56 

9 

10* 

10 

11 

12 

13 

14 

15 

16 

17 

18 

20 

21 

52 

57 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

20 

21 

22 

53 

58 

10 

11 

12 

13 

14 

15 

16 

17 

19 

20 

21 

22 

24 

£4 

59 

11 

12 

13 

14 

15 

16 

17 

18 

20 

21 

22 

24 

25 

65 

60 

11 

13 

14 

15 

16 

17 

18 

20 

21 

22 

24 

25 

26 

56 

61 

12 

13 

15 

16 

17 

18 

20 

21 

22 

24 

25 

27 

28 

57 

62 

13 

14 

16 

17 

18 

20 

21 

22 

24 

25 

27 

28 

30 

£8 

63 

14 

15 

17 

18 

19 

21 

22 

24 

25 

27 

28 

30 

31 

53 

64 

15 

16 

18 

19 

21 

22 

24 

25 

27 

28 

30 

31 

33 

» 

65 

16 

18 

19 

20 

22 

24 

25 

27 

28 

30 

32 

33 

35 

61 

66 

17 

19 ; 

20 

22 

23 

25 

27 

28 

30 

32 

33 

35 

37 

62 

67 

18 

20 

22 

23 

25 

27 

28 

30 

32 

33 

35 

37 

38 

®3 

'68 

20 

21 

23 

25 

26 

28 

30 

32 

33 

35 

37 

39 

40 

64 

69 

21 

23 

24 

26 

28 

30 

32 

33 

35 

37 

39 

41 

42 

65 

TO 

22 

24 

26 

28 

30 

32 

33 

35 

37 

39 

41 

42 

44 

66 

71 

24 

26 

28 

29 

31 

33 

35 

37 

39 

41 

43 

44 

46 

67 

72 

25 

27 

29 

31 

33 

35 

37 

39 

41 

43 

45 

46 

48 

68 

73 

27 

29 

31 

33 

35 

37 

39 

41 

43 

45 

47 

48 

50 

m 

74 

28 

30 

33 

35 

37 

39 

41 

43 

45 

47 

48 

50 

52 

70 

75 : 

30 

32 

34 

37 

39 

41 

43 

45 

47 

49 

50 

52 

54 

71 

76 

32 

34 

36 

39 

41 

43 

45 

47 

49 

51 

52 

54 

56 

72 

77 

34 

36 

38 

41 

43 

45 

47 

49 

51 

53 

54 

56 

58 

73 

78 

35 

38 

40 

43 

45 

47 ; 

49 

51 

53 

55 

56 

58 

59 

74 

79 

37 

40 

42 

45 

47 

49 

51 

53 

55 

57 , 

58 

60 

61 

75 

80 : 

39 

42 

44 

47 

49 

51 

53 

55 

57 

58 

60 

62 

63 

76 

81 

41 

44 

46 

49 

51 

53 

55 

57 

59 

60 

62 

63 

65 

77 

82 

43 

46 

48 

51 

53 

55 

57 

59 

61 

62 

64 

65 

66 

78 

,83 : 

45 

4S 

50 

53 

55 

57 

59 

61 

62 

64 

65 

67 

68 

71 

84 

48 

50 

53 

55 

57 

59 

61 

63 

64 

66 i 

67 

68 

70 

80 

85 

50 

52 

55 

57 

59 

61 

63 

64 

66 

67 

69 

70 

71 

81 

86 

52 

54 

57 

59 

61 

63 

65 

66 

68 ; 

69 

70 

72 

73 

82 

87 

54 

56 

59 

61 

63 

65 

66 

68 

69 

71 

72 

73 

74 

S3 

84 

85 

88 

89 

90 1 

56 

58 

60 

58 

60 

62 

61 

63 

65 

63 

65 

67 

65 

67 

68 

66 

68 

70 

68 

70 

71 

70 

71 

73 

71 

73 

74 ' 

72 

74 

75 

73 

75 

76 

74 

76 

77 

75 

77 


•Erroneously shown as 9 in T. D. 6211 ; corrected by T. D. 6233. 
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Table III. — Percent Value of Refund Feature — Continued 


Ages 

Duration of guaranteed amount 

Male 

Female 

27 years 

28 years 

29 years 

30 years 

31 years 

32 years 

33 years 

34 years 

35 years 



Percent 

Percent 

Percent 

Percent 

Percent 

Percent 

Percent 

Percent 

Percent 

6 

11 

2 

2 

2 

2 

2 

2 

2 

2 

2 

7 

12 

2 

2 

2 

2 

2 

2 

2 

2 

3 

8 

13 

2 

2 

2 

2 

2 

2 

2 

2 

3 

9 

14 

2 

2 

2 

2 

2 

2 

2 

3 

3 

10 

15 

2 

2 

2 

2 

2 

2 

3 

3 

3 

11 

16 

2 

2 

2 

2 

2 

2 

3 

3 

3 

12 

17 

2 

2 

2 

2 

2 

3 

3 

3 

3 

13 

18 

2 

2 

2 

2 

2 

3 

3 

3 

3 

14 

19 

2 

2 

2 

2 

3 

3 

3 

3 

3 

15 

20 

2 

2 

2 

3 

3 

3 

3 

3 

3 

16 

21 

2 

2 

3 

3 

3 

3 

3 

3 

4 

17 

22 

2 

2 

3 

3 

3 

3 

3 

4 

4 

18 

23 

2 

3 

3 

3 

3 

3 

4 

4 

4 

19 

24 

3 

3 

3 

3 

3 

4 

4 

4 

4 

20 

25 

3 

3 

3 

3 

4 

4 

4 

4 

5 

21 

26 

3 

3 

3 

4 

4 

4 

4 

5 

5 

22 

27 

3 

3 

4 

4 

4 

4 

5 

5 

5 

23 

28 

3 

3 

4 

4 

4 

5 

5 

5 

5 

24 

29 

3 

4 

4 

4 

5 

5 

5 

5 

6 

25 

30 

4 

4 

4 

5 

5 

5 

6 

6 

6 

26 

31 

4 

4 

5 

5 

5 

6 

6 

6 

7 

27 

32 

4 

5 

5 

5 

6 

6 

6 

7 

7 

28 

33 

5 

5 

5 

6 

6 

6 

7 

7 

8 

29 

34 

5 

5 

6 

6 

6 

7 

7 

8 

8 

30 

35 

5 

6 

6 

6 

7 

7 

8 

8 

9 

31 

36 

6 

6 

6 

7 

7 

8 

8 

9 

9 

32 

37 

6 

7 

7 

7 

8 

8 

9 

10 

10 

33 

38 

7 

7 

7 

8 

8 

9 

10 

10 

11 

34 

39 

7 

8 

8 

9 

9 

10 

10 

11 

12 

35 

40 

8 

8 

9 

9 

10 

10 

11 

12 

12 

36 

41 

8 

9 

9 

10 

10 

11 

12 

13 

13 

37 

42 

9 

9 

10 

11 

11 

12 

13 

13 

14 

38 

43 

9 

10 

11 

11 

12 

13 

13 

14 

15 

39 

44 

10 

11 

11 

12 

13 

14 

14 

15 

16 

40 

45 

11 

11 

12 

13 

14 

15 

15 

16 

17 

41 

46 

11 

12 

13 

14 

15 

16 

16 

17 

18 

42 

47 

12 

13 

14 

| 15 

16 

17 

18 

18 

19 

43 

48 

13 

14 

15 

16 

17 

18 

19 

20 

21 

44 

49 

14 

15 

16 

17 

18 

19 

20 

21 

22 

45 

50 

15 

16 

17 

18 

19 

20 

21 

22 

23 

46 

51 

16 

17 

18 

19 

20 

21 

22 

24 

25 

47 

52 

17 

18 

19 

20 

21 

23 

24 

25 

26 

48 

53 

18 

19 

! 20 

22 

23 

24 

25 

26 

28 

49 

54 

19 

21 

22 

23 

24 

25 

27 

28 

29 

50 

55 

21 

22 

23 

24 

26 

27 

28 

29 

31 

51 

56 

22 

23 

25 

26 

i 

27 

28 

30 

31 

32 

52 

57 

23 

25 

26 

27 

29 

30 

31 

33 

34 

53 

58 

25 

26 

28 

29 

30 

32 

33 

34 

36 

54 

59 

26 

28 

29 

31 

32 

33 

35 

36 

38 

55 

60 

28 

29 

31 

32 

34 

! 

35 

36 

38 

39 

56 

61 

29 

31 

32 

34 

35 

37 

38 

40 

41 

57 

62 

31 

33 

34 

36 

37 

39 

40 

41 

43 

58 

63 

33 

34 

36 

37 

39 

40 

42 

43 

45 

59 

64 

35 

36 

38 

39 

41 

42 

44 

45 

47 

60 

65 

36 

38 

40 

41 

43 

44 

46 

47 

48 

61 

66 

38 

40 

41 

43 

44 

46 

47 

49 

50 

62 

67 

40 

42 

43 

45 

46 

48 

49 

51 

52 

63 

68 

42 

44 

45 

47 

48 

50 

51 

52 

54 

64 

69 

44 

46 

47 

49 

50 

52 

53 

54 

55 

65 

70 

46 

47 

49 

50 

52 

53 

55 

56 

57 

66 

71 

48 

49 

51 

52 

54 

55 

56 

58 

59 

67 

72 

50 

51 

53 

54 

56 

57 

58 

59 

61 

68 

73 

52 

53 

55 

56 

57 

59 

60 

61 

62 

69 

74 

53 

55 

56 

58 

59 

60 

62 

63 

64 

70 

75 

55 

57 

58 

60 

61 

62 

63 

64 

65 


416926*— 57 6 
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Table III. — Percent Value of Refund Feature — Continued 
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Table IV. — Temporary Life Annuities 1 — One Life — Expected Return 

Multiples 





80 


Table IV.— 1 Temporary Life Annuities »— One Life — Expected Return 
Multiples — Continued 


Aces 

Temporary period— maximum duration of annuity 

j 

1 

Years 

j Male 

j Female 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

! 0 to 8 

! 9 

| 10 

\ 11 

j 12 

i 13 

34 

| 15 

| 16 

j 17 

? 18 

1 19 

j 29 

| 21 

j 22 

23 

! 24 

i 25 

j 26 

27 

28 

29 

30 

31 

32 

33 

34 

35 

36 

37 

38 

39 

s m 

41 

42 

43 f 

44 

45 

m 

47 

48 

49 

50 

51 

52 

53 

54 

55 

: 56 

57 

I 58 

59 

60 

61 

62 

« 

64 

€5 

66 

#7 

m 

i m : 

76 

71 

72 

73 

74 

75 

7« 

77 

m 

79 

» 

81 

82 

81 

m 

85 

86 

- Se ri footr 

O * wn. 

6 to 13 

14 

15 

18 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

31 

32 

33 

34 

35 

36 

37 

38 

39 

40 

41 

42 

43 

44 

45 

48 

47 

48 

49 

50 

51 

52 

53 

54 

55 

56 

57 
’ 58 

59 

©0 

61 

82 

63 

64 

65 

66 
©7 

68 

69 

7© 

71 

72 

73 

74 

75 

76 

77 

78 

79 . 

m 

81 

S3 i 

83 

84 

'85 , 

m 

87 

88 

89 

m 

si 

tote at end 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

10.9 

20.9 

10.9 
10.9 
10.9 
10.9 
10.9 

10.9 
10.8 
10.8 
10.8 
10.8 
10.8 
10.8 
10.8 
10.7 
10.7 
10.7 

10.7 
10.6 
10.6 
10.6 
10.5 
10.5 

10.5 
10.4 

10.4 
10.3 

10.3 
10.2 
10.2 
10.1 
10.1 
10.0 

9.9 
9.8 

9.8 

9.7 

9.6 

9.5 

9.4 

9.3 
9.1 

9.0 

8.9 

8.7 

8.6 

8.4 

8.3 

8.1 

7.9 

7.7 

7.6 

7.4 

7.1 

6.9 

6.7 

6.5 

6.3 
&0 

5.8 

5.6 

5.3 

5.1 

of table , 

11. £ 
11. £ 
11. £ 
11. £ 
11 . s 

11. S 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.9 
11.8 
11.8 
11.8 
11.8 
11.8 
11.8 
11.8 
11.7 
11.7 
11.7 

11.7 
11.6 
11.6 
11.6 
11.6 
11.5 

11.5 
11.4 
11.4 

11.4 
11.3 

11.3 
11.2 
11.1 
11.1 
11.0 
10.9 

10.9 

10.8 
10.7 

10.6 

10.5 

10.4 

10.3 
10.2 
10.0 

9.9 

9.8 

9.6 

9.5 

9.3 

9.1 

8.9 

8.7 

8.6 

8.3 

8.1 

7.9 

7.7 

7.5 

7.2 

7.0 

6.7 

6.5 

6.2 

6.0 

5.7 

5.5 

5.2 

12. 
12. £ 
12. £ 
12. £ 
12. £ 
12. £ 
12. £ 
12.9 
12.9 
12.9 
12.9 
12.9 
12.9 
12.9 
12.9 
12.9 
12.9 
12.8 
12.8 
12.8 
12.8 
12.8 
12.8 
12.8 
12.7 
12.7 
12.7 
12.7 

12.7 
12.6 
12.6 
12.6 
12.5 
12.5 

12.5 
12.4 

12.4 
12.3 

12.3 
12.2 
12.2 
12.1 
12.0 
12.0 
11.9 

11.8 

11.7 

11.6 

11.5 

11.4 

11.3 
11.2 
11.1 
11.0 

10.8 
10.7 

10.5 

10.3 
10.2 
10.0 

9.8 

9.6 

9.4 

9.2 

8.9 

8.7 

8.5 

8.2 
8.0 

7.7 

7.4 

7.2 

6.9 

6.6 

6.4 

6.1 

5.8 

5.5 

5.3 

13. £ 

13. 

13. £ 

13. £ 

13. £ 

13. £ 

13. £ 

13.9 

13.9 

13.9 

13.9 

13.9 

13.9 

13.8 

13.8 

13.8 

13.8 

13.8 

13.8 

13.8 

13.8 

13.8 

13.7 

13.7 

13.7 

13.7 
13.6 
13.6 
13.6 

13.6 
13.5 
13.5 

13.5 
13.4 

13.4 
13.3 

13.3 
13.2 

13.2 

13.1 

13.0 
12.9 

12.9 

12.8 

12.7 

12.6 

12.5 

12.4 

12.3 

12.2 

12.0 

11.9 

11.7 

11.6 

11.4 

11.3 
11.1 

10.9 

10.7 

10.5 

10.3 
10.0 

9.8 
9.6 

9.3 

9.0 

8.8 

8.5 
8.2 

7.9 

7.6 

7.3 

7.1 

6.8 

6.5 

6.2 

5.9 

5.6 

5.3 

14.9 

14.9 

14.9 

14.9 

14.9 

14.9 

14.9 

14.9 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.8 

14.7 

14.7 

14.7 

14.7 

14.6 

14.6 

14.6 

14.6 
14.5 

14.5 
14.4 
14.4 

14.4 
14.3 

14.3 
14.2 
14.1 

14.1 

14.0 
13.9 
13.8 
13.8 

13.7 

13.6 

13.5 

13.4 

13.2 

13.1 

13.0 

12.8 

12.7 

12.5 

12.4 

12.2 

12.0 

11.8 

11.6 

11.4 
11.2 

10.9 
10.7 

10.4 
10.2 

9.9 

9.6 

9.3 

9.0 

8.7 

8.4 

8.1 

7.8 

7.5 

7.2 

6.9 

6.5 

6.2 

5.9 

5.6 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.8 

15.7 

15.7 

15.7 

15.7 

15.7 

15.6 

15.6 

15.6 

15.6 
15.5 

15.5 
15.4 

15.4 
15.3 
15.3 
15.2 

15.2 
15.1 

15.1 

15.0 
14.9 
14.8 

14.7 

14.7 

14.6 

14.5 

14.3 

14.2 

14.1 

14.0 

13.8 

13.7 

13.5 

13.3 

13.2 

13.0 

12.8 

12.5 

12.3 

12.1 

11.9 

11.6 

11.3 
11.1 
10.8 
10.5 
10.2 

9.9 

9.6 

9.2 

8.9 

8.6 

8.3 

7.9 

7.6 

7.3 

6.9 

6.6 

6.3 

6.0 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.8 

16.7 

16.7 

16.7 

16.7 

16.7 

16.7 

16.6 

16.6 

16.6 

16.5 

16.5 

16.5 
16.4 
16.4 
16.3 

16.3 
16.2 
16.2 
16.1 
16.1 
16.0 
15.9 

15.8 
15.7 

15.7 

15.6 

15.4 
15.3 

15.2 

15.1 

14.9 

14.8 

14.6 

14.5 

14.3 

14.1 

13.9 

13.7 

13.5 

13.3 

13.1 

12.8 

12.5 

12.3 
12.0 

11.7 

11.4 

11.1 

10.8 

10.4 
10.1 

9.8 

9.4 

9.1 

8.7 

8.4 

8.0 

7.7 

7.3 

7.0 

6.7 

6.3 

17.8 

17.8 

17.8 

17.8 

17.8 

17.8 

17.8 

17.8 

17.8 

17.8 

17.8 

17.7 

17.7 

17.7 

17.7 

17.7 

17.7 

17.7 
17.6 
17.6 
17.6 

17.6 
17.5 

17.5 
17.4 
17.4 

17.4 
17.3 
17.2 

17.2 
17.1 

17.1 

17.0 
16.9 

16.8 

16.7 

16.7 

16.6 

16.5 

16.3 

16.2 

16.1 
16.0 

15.8 

15.6 

15.5 

15.3 

15.1 

14.9 

14.7 

14.5 

14.3 

14.0 

13.8 

13.5 

13.2 

13.0 

12.7 

12.4 

12.0 

11.7 

11.4 
11.0 

10.7 

10.3 

9.9 

9.6 

9.2 

8.8 

8.5 

8.1 

7.7 

7.4 

7.0 

6.7 

18.8 
18.8 
18.8 
18.8 
18.8 
18.8 
18.8 
18.7 
18.7 
18.7 
18.7 
18.7 
18.7 
18.7 
18.7 
18.7 
18.6 
18.6 
18.6 
18.6 
18. 5 

18.5 
18.4 
18.4 

18.4 
18.3 

18.3 
18.2 
18.1 
18.1 
18.0 
17.9 
17.8 
17.8 

17.7 

17.6 

17.5 

17.4 

17.2 
17.1 

17.0 

16.8 

16.7 

16.5 

16.3 

16.1 
15.9 

15.7 

15.5 

15.3 

15.0 

14.8 

14.5 

14.2 

14.0 

13.7 

13.3 

13.0 

12.7 

12.3 

12.0 

11.6 
11.2 

10.9 

10.5 
10.1 

9.7 

9.3 

8.9 

8.5 

8.2 

7.8 

7.4 

7.1 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.7 

19.6 

19.6 

19.6 

19.6 

19.6 
19.5 
19.5 

19.5 
19.4 

19.4 
19.3 

19.3 
19.2 

19.2 

19.1 

19.0 

18.9 

18.9 

18.8 

18.7 

18.6 

18.5 

18.4 

18.3 

18.1 

18.0 

17.8 

17.7 

17.5 

17.4 

17.2 

17.0 

16.8 

16.5 

16.3 

16.1 

15.8 

15.5 

15.3 

15.0 

14.7 

14.3 

14.0 

13.7 

13.3 

13.0 

12.6 

12.2 

11.8 

11.4 

11.0 

10.6 

10.2 

9.8 

9.4 

9.0 

8.6 

8.2 

7.8 

7.4 
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Table IV. Temporary Life Annuities 1 — One Life — Expected Return 

Multiples — Continued 


M 

?es 



Temporary period— maximum duration of annuity 


Male 

Female 


Years 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

0 to 8 

0 to 13 

20.7 

21.7 

22.7 

23.6 

24.6 

25.6 

26.5 

27.5 

28.4 

r- 

29.4 

9 

14 

20.7 

21.7 

22.7 

23.6 

24.6 

25.5 

26.5 

27.5 

28.4 

29.4 

10 

15 

20.7 

21.7 

22.7 

23.6 

24.6 

25.5 

26.5 

27.5 

28.4 

29.4 

11 

16 

20.7 

21.7 

22.6 

23.6 

24.6 

25.5 

26.5 

27.4 

28.4 

29.3 

12 

17 

20.7 

21.7 

22.6 

23.6 

24.6 

25.5 

26.5 

27.4 

28.4 

29.3 

13 

18 

20.7 

21.7 

22.6 

23.6 

24.6 

25.5 

26.5 

27.4 

28.4 

29.3 

14 

19 

20.7 

21.7 

22.6 

23.6 

24. 5 

25.5 

26.4 

27.4 

28. 3 

29.3 

15 

20 

20.7 

21.6 

22.6 

23.6 

24.5 

25.5 

26.4 

27.4 

28.3 

29.2 

16 

21 

20.7 

21.6 

22.6 

23.6 

24.5 

25.5 

26.4 

27.3 

28.3 

29.2 

17 

22 

20.7 

21.6 

22.6 

23.5 

24.5 

25.4 

26.4 

27.3 

28.2 

29.2 

18 

23 

20.7 

21.6 

22.6 

23.5 

24.5 

25.4 

26.3 

27.3 

28.2 

29.1 

19 

24 

20.6 

21.6 

22.5 

23.5 

24.4 

25.4 

26.3 

27.2 

28.1 

29.1 

20 

25 

20.6 

21.6 

22.5 

23.5 

24.4 

25.3 

26.3 

27.2 

28.1 

29.0 

21 

26 

20.6 

21.5 

22.5 

23.4 

24.4 

25.3 

26.2 

27.1 

28.0 

28.9 

22 

27 

20.6 

21.5 

22.5 

23.4 

24.3 

25.3 

26.2 

27.1 

28.0 

28.9 

23 

28 

20.6 

21.5 

22.4 

23.4 

24.3 

25.2 

26.1 

27.0 

27.9 

28.8 

24 

29 

20.5 

21.5 

22.4 

23.3 

24.2 

25.2 

26.1 

27.0 

27.8 

28.7 

25 

30 

20.5 

21.4 

22.4 

23.3 

24.2 

25.1 

26.0 

26.9 

27.8 

28.6 

26 

31 

20.5 

21.4 

22.3 

23.2 

24.1 

25.0 

25.9 

26.8 

27.7 

28.5 

27 

32 

20.4 

21.3 

22.3 

23.2 

24.1 

25.0 

25.8 

26.7 

27.6 

28.4 

28 

33 

20.4 

21.3 

22.2 

23.1 

24.0 

24.9 

25.8 

26.6 

27.5 

28.3 

29 

34 

20.3 

21.2 

22.1 

23.0 

23.9 

24.8 

25.7 

26.5 

27.4 

28.2 

30 

35 

20.3 

21.2 

22.1 

23.0 

23.8 

24.7 

25.6 

26.4 

27.2 

28.1 

31 

36 

20.2 

21.1 

22.0 

22.9 

23.8 

24.6 

25.5 

26.3 

27.1 

27.9 

32 

37 

20.2 

21.1 

21.9 

22.8 

23.7 

24.5 

25.4 

26.2 

27.0 

27.8 

33 

38 

20.1 

21.0 

21.9 

22.7 

23.6 

24.4 

25.2 

26.0 

26.8 

27.6 

34 

39 

20.0 

20.9 

21.8 

22.6 

23.5 

24.3 

25.1 

25.9 

26.7 

27.4 

35 

40 

20.0 

20.8 

21.7 

22.5 

23.3 

24.2 

25.0 

25.7 

26.5 

27.2 

36 

41 

19.9 

20.7 

21.6 

22.4 

23.2 

24.0 

24.8 

25.6 

26.3 

27.0 

37 

42 

19.8 

20.6 

21.5 

22.3 

23.1 

23.9 

24.6 

25.4 

26.1 

26.8 

38 

43 

19.7 

20.5 

21.4 

22.2 

23.0 

23.7 

24.5 

25.2 

25.9 

26.6 

39 

44 

19.6 

20.4 

21.2 

22.0 

22.8 

23.6 

24.3 

25.0 

25.7 

26.4 

40 

45 

19.5 

20.3 

21.1 

21.9 

22.6 

23.4 

24.1 

24.8 

25.5 

26.1 

41 

46 

19.4 

20.2 

21.0 

21.7 

22.5 

23.2 

23.9 

24.6 

25.2 

25.9 

42 

47 

19.3 

20.1 

20.8 

21.6 

22.3 

23.0 

23.7 

24.3 

25.0 

25.6 

43 

48 

19.2 

19.9 

20.7 

21.4 

22.1 

22.8 

23.4 

24.1 

24.7 

25.3 

44 

49 

19.0 

19.8 

20.5 

21.2 

21.9 

22.6 

23.2 

23.8 

24.4 

25.0 

45 

50 

18.9 

19.6 

20.3 

21.0 

21.7 

22.3 

22.9 

23.5 

24.1 

24.6 

46 

51 

18.7 

19.4 

20.1 

20.8 

21.5 

22.1 

22.7 

23.2 

23.8 

24.3 

47 

52 

18.6 

19.3 

19.9 

20.6 

21.2 

21.8 

22.4 

22.9 

23.4 

23.9 

48 

53 

18.4 

19.1 

19.7 

20.4 

21.0 

21.5 

22.1 

22.6 

23.1 

23.5 

49 

54 

18.2 

18.9 

19.5 

20.1 

20.7 

21.2 

21.7 

22.2 

22.7 

23.1 

50 

55 

18.0 

18.7 

19.3 

19.8 

20.4 

20.9 

21.4 

21.9 

22.3 

22.7 

51 

56 

17.8 

18.4 

19.0 

19.6 

20.1 

20.6 

21.1 

21.5 

21.9 

22.3 

52 

57 

17.6 

18.2 

18.7 

19.3 

19.8 

20.2 

20.7 

21.1 

21.5 

21.8 

53 

58 

17.4 

17.9 

18.5 

19.0 

19.4 

19.9 

20.3 

20.7 

21.0 

21.3 

54 

59 

17.1 

17.7 

18.2 

18.7 

19.1 

19.5 

19.9 

20.2 

20.6 

20.8 

55 

60 

16.9 

17.4 

17.9 

18.3 

18.7 

19.1 

19.5 

19.8 

20.1 

20.3 

56 

61 

16.6 

17.1 

17.5 

18.0 

18.4 

18.7 

19.0 

19.3 

19.6 

19.8 

57 

62 ' 

16.3 

16.8 

17.2 

17.6 

18.0 

18.3 

18.6 

18.9 

19.1 

19.3 

58 

63 

16.0 

16.5 

16.9 

17.2 

17.6 

17.9 

18.1 

18.4 

18.6 

18.8 

59 

64 

15.7 

16.1 

16.5 

16.8 

17.1 

17.4 

17. 7 

17.9 

18.1 

18.2 

60 

65 

15.4 

15.8 

16.1 

16.4 

16.7 

17.0 

17.2 

17.4 

17.5 

17.7 

61 

66 

15.1 

15.4 

15.7 

16.0 

16.3 

16.5 

16.7 

16.9 

17.0 

17.1 

62 

67 

14.7 

15.0 

15.3 

15.6 

15.8 

16.0 

16.2 

16.3 

16.4 

16.5 

63 

68 

14.4 

14.6 

14.9 

15.1 

15.3 

15.5 

15.7 

15.8 

15.9 

16.0 

64 

69 

14.0 

14.3 

14.5 

14.7 

14.9 

15.0 

15.2 

15.3 

15.3 

15.4 

65 

70 

13.6 

13.8 

14.1 

14.2 

14.4 

14.5 

14.6 

14.7 

14.8 

14.9 

66 

71 

13.2 

13.4 

13.6 

13.8 

13.9 

14.0 

14.1 

14.2 

14.2 

14.3 

67 

72 

12.8 

13.0 

13.2 

13.3 

13.4 

13.5 

13.6 

13.7 

13.7 

13.7 

68 

73 

12.4 

12.6 

12.7 

12.8 

12.9 

13.0 

13.1 

13.1 

13.2 

13.2 

69 

74 

12.0 

12.1 

12.3 

12.4 

12.4 

12.5 

12.6 

12.6 

12.6 

12.6 

70 

75 

11.6 

11.7 

11.8 

11.9 

12.0 

12.0 

12.0 

12.1 

12.1 

12.1 

71 

76 

11.2 

11.3 

11.3 

11.4 

11.5 

11.5 

11.5 

11.6 

11.6 



72 

77 

10.7 

10.8 

10.9 

10.9 

11.0 

11.0 

11.0 

11. 0 




73 

78 

10.3 

10.4 

10.4 

10.5 

10.5 

10.5 

10.5 







74 

79 

9.9 

9.9 

10.0 

10.0 

10.1 

10.1 








75 

80 

9.5 

9.5 

9.6 

9.6 

9.6 











76 

81 

9.1 

9.1 

9.1 

9.1 












77 

82 

8.6 

8.7 

8.7 











’ 



78 

83 

8.2 

8.3 














— 

79 

84 

7.8 

— 

— 


— 


. ‘i 

— 


■ 


1 The multiples in this table are not applicable to annuities for a term certain; for such cases, see 
§ 1.72-5 (c). o i rro a 
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If the terms of the contract (a) involve a life or lives, (b) are such 
that the above tables cannot be correctly applied, and (c) the amounts 
received thereunder are at least partly “amounts received as an an- 
nuity 5 ' under a contract to which section 72 applies, the taxpayei may 
submit with his return an actuarial computation based upon the 1937 
Standard Annuity Table with ages set back one year, showing the 
appropriate factors applied in his case, subject to the approval of the 
Commissioner upon examination of such return. Computations in- 
volving factors to compensate for the effects of contingencies other 
than mortality, such as marriage or remarriage, re-employment, re- 
covery from disability, or the like, will not be approved. 

§ 1.72-10 Effect of Transfer of Contracts on Investment in 
the Contract— (a) If a contract to which section 72 applies, or any 
interest therein, is transferred for a valuable consideration, by assign- 
ment or otherwise, only the actual value of the consideration given for 
such transfer and the amount of premiums or other consideration sub- 
sequently paid by the transferee shall be included in the transferee’s 
aggregate of premiums or other consideration paid. In accordance 
with the provisions of section 72(g) (3) and paragraph (b) of § 1.72-4, 
an annuity starting date shall be determined for the transferee without 
regard to the annuity starting date, if any, of the transferor. In 
determining the transferee’s investment in the contract, the aggregate 
amount of premiums or other consideration paid shall be reduced by 
all amounts received by the transferee before the receipt of an amount 
as an annuity or before the annuity starting date, whichever is the 
later, to the extent that such amounts were excludable from his gross 
income under the applicable income tax law at the time of receipt. 
For the treatment of amounts received by the transferee subsequent to 
both the annuity starting date and the date of receipt of a payment as 
an annuity, but not received as annuity payments, see § 1.72-11. For a 
limitation on adjustments to the basis of annuity contracts sold, see 
section 1021. 


(b) In the case of a transfer of such a contract without valuable 
consideration, the annuity starting date and the expected return under 
the contract shall be determined as though no such transfer had taken 
place. See paragraph (b) of §1.72-4. The transferee shall include 
the aggregate of premiums or other consideration paid or deemed to 
have been paid by his transferor in the aggregate of premiums or other 
consideration as though paid by him. In determining the transferee’s 
investment m the contract, the transferee’s aggregate amount of pre- 
miums or other consideration paid (as so found) shall be reduced by 
all amounts either received or deemed to have been received by himself 
or his transferor before the annuity starting date, or before the date 
on which an amount is first received as an annuity, whichever is the 
later, to the extent that such amounts were excludable from the gross 
recipient under the applicable income tax law at 
ITf ; ^ or tre ? tment ? f amounts received subsequent to 
^ tr ” rfme - but " ot 

j ^ V" -Amounts Not Received as Annuity Payments f a \ 

5th^ ounts r “ eiTed under * 
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(l) Paragraph (b) of § 1.72-2 is inapplicable to such amounts, 

(ii) Paragraph (b) of § 1.72-2 is applicable but the annuity pay- 
ments received differ either in amount, duration, or both, from those 
originally provided under the contract, or 

(iii) Paragraph (b) of § 1.72-2 is applicable, but such annuity 
payments are received by a beneficiary after the death of an annui- 
tant (or annuitants) in full discharge of the obligation under the 
contract and solely because of a guarantee. 

The payments referred to in subdivision (i) of this subparagraph in- 
clude all amounts other than “amounts received as an annuity” as that 
term is defined in paragraph (b) (2) and (3) of § 1.72-2. If such 
amounts are received as dividends or payments in the nature of divi- 
dends, or as a return of premiums, see paragraph (b) of this section. 
If such amounts are paid in full discharge of the obligation under the 
contract and are in the nature of a refund of the consideration, see 
paragraph (c) of this section. If such amounts are paid upon the 
surrender, redemption, or maturity of the contract, see paragraph (d) 
of this section. . The payments reierred to in subdivision (ii) of this 
subparagraph include all annuity payments which are paid as the 
result of a modification or an exchange of the annuity obligations 
originally provided under .a contract for different annuity obligations 
(whether or not such modification or exchange is accompanied by the 
payment of an amount to which subdivision (i) of this subparagraph 
applies). ^ If the duration of the new annuity obligations differs from 
the duration of the old annuity obligations, paragraph (e) of this 
section applies to the new annuity obligations and paragraph (d) of 
this section applies to any lump sum payment received. If, however, 
the duration of the new annuity obligations is the same as the duration 
of the old obligations, paragraph (f ) of this section applies to the new 
obligations and to any lump sum received in connection therewith. 
The annuity payments referred to in subdivision (iii) of this sub- 
paragraph are annuity payments which are made to a beneficiary after 
the death of annuitant (or annuitants) in full discharge of the obliga- 
tions under a contract because of a provision in the contract requiring 
the payment of a guaranteed amount or minimum number of payments 
for a fixed period; see paragraph (c) of this section. 

(2) The principles of this section apply, to the extent appropriate 
thereto, to amounts paid which are taxable under section 72 (except 
sections 72(e) (3) ) in accordance with sections 402 and 403 and the 
regulations thereunder. The principles of this section also apply to 
payments made in the manner described in paragraph (b) (3) (i) of 
§ 1.72-2. 

(b) Amounts received in the nature of dividends or similar distri- 
butions. — (1) If dividends (or payments in the nature of dividends 
or a return of premiums or other considerations) are received under 
a contract to which section 72 applies and such payments are received 
before the annuity starting date or before the date on which an amount 
is first received as an annuity, whichever is the later, such payments 
are includible in the gross income of the recipient only to the extent 
that they, taken together with all previous payments received under 
the contract which were excludable from the gross income of the re- 

§ 1 . 72 -ll(b)(l) 
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cipient under the applicable income tax law, exceed the aggregate of 
premiums or other consideration paid or deemed to have been paid by 
the recipient. Such payments shall also be subtracted from the con- 
sideration paid (or deemed paid) both for the purpose of determining 
an exclusion ratio to be applied to subsequent amounts paid as an 
annuity and for the purpose of determining the applicability of sec- 
tion 72(d) and § 1.72-13, relating to employee contributions recover- 
able in three vears. „ _ _ 

(2) If dividends or payments in the nature of dividends are paid 
under a contract to which section 72 applies and such payments are 
received on or after the annuity starting date or the date on which 
an amount is first received as an annuity, whichever is later, such 
payments shall he fully includible in the gross income of the recipient. 
The receipt of such payments shall not affect the aggregate of pre- 
miums or other consideration paid nor the amounts contributed or 
deemed to have been contributed by an employee as otherwise calcu- 
lated for purposes of section 72. Since the investment in the con- 
tract and the expected return are not affected by a payment which is 
fully includible in the gross income of the recipient under this rule, 
the exclusion ratio will not be affected by such payment and will con- 
tinue to be applied to amounts received as annuity payments in the 
future as though such payment had not been made. This subpara- 
graph shall apply to amounts received under a contract described in 
paragraph (b) (3) (i) of § 1.72-2 to the extent that the amounts re- 
ceived exceed the portion of the investment in the contract allocable to 
each taxable year in accordance with paragraph (d) (3) of § 1.72-4. 
Hence, such excess is fully includible in the gross income of the re- 
cipient. 

(c) Amounts received in the nature of a refund of the consideration 
under a contract and in full discharge of the obligation thereof . — (1) 
Any amount received under a contract to which section 72 applies, 
if it is at least in part a refund of the consideration paid, including 
amounts payable to a beneficiary after the death or an annuitant 
by reason of a provision in the contract for a life annuity with mini- 
mum period of payments certain or with a minimum amount which 
must be paid in any event, shall be considered an amount received in 
the nature of a refund of the consideration paid for such contract. 
If such an amount is in full discharge of an obligation to pay a fixed 
amount (whether in a lump sum or otherwise) or to pay amounts for a 
r ?w ™?^ber JPf .T ea *' s ( including amounts described in paragraph 
(i) of § 1.72-2), it shall be included in the gross income of the 
recipient only to the extent that it, when added to amounts previously 
received under the contract which were excludable from gross income 
tmder the law applicable at the time of receipt, exceeds the aggregate 

nt nvarmnme /■\v» x* • rr v PP t P. . 
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in discharge of the obligation can m any event exceed the total of the 
3““ Payments which would otherwise fully discharge the obliga- 
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E xample (1). A, a male employee, retired on December 31, 1954, 
at the age of 60. A life annuity of $75 per month was payable to him 
beginning January 31, 1955. The annuity contract guaranteed that 
if A did not live at least ten years, his beneficiary, B, would receive 
the monthly payments for any balance of the first ten years after 
A’s retirement which remained at the date of A’s death. Under 
section 72, A was deemed to have paid $3,600 toward the cost of 
the annuity. A lived for five years, receiving a total of $4,500 in 
annuity payments. After A’s death, B began receiving the monthly 
payments of $75 beginning with the January 31, 1960, payment. 
B will exclude such payments from his gross income throughout 
1960, 1961, and 1962, and will exclude only $18 of the first payment 
in 1963 from his gross income for that year. Thereafter, B will 
include the entire amount of all such payments in his gross income 
for the taxable year of receipt. This result is determined as follows : 

a 

A’s investment in the contract ( unadjusted) $3,600 

Multiple from Table III of § 1.72-9 for male, age 60, where duration 

of guaranteed amount is 10 years 11% 

Subtract value of the refund feature to the nearest dollar (11% of 
$3,600) 396 


Investment in the contract adjusted for the present value of the refund 

feature without discount for interest $3, 204 

Aggregate of premiums or other consideration paid $3, 600 

A’s exclusion ratio ($3,204-^$16,3SO [$900X18.2]) 19.6% 

Subtract amount excludable during five years A received payments 

(19.6% of $4,500 [$900X5]) 882 


Remainder of aggregate of premiums or other consideration paid ex- 
cludable from gross income of R under section 72(e) $2, 718 


As a result of the above computation, the number of payments to B 
which will exhaust the remainder of consideration paid which is ex- 
cludable from gross income of the recipient is 36-6/25 ($2,718 -h $75) 
and B will exclude the payments from his gross income for three 
years, then exclude only $18 of the first payment for the fourth year 
from his gross income, and thereafter include the entire amount of 
all payments he receives in his gross income. 

Exam fie (0). The facts are the same as in example (1), except 
that B, the beneficiary, elects to receive $50 per month for his life in. 
lieu of the payments guaranteed under the original contractual obli- 

f ation. Since such amounts will be received as an annuity and may, 
ecause of the length of time B may live, exceed the amount guaran- 
teed, they are not amounts to which this paragraph applies. See 
paragraph (e). 

Examfle (3). The facts are the same as in example (1), except 
that B, the beneficiary, elects to receive the remaining guaranteed 
amount in installments which are larger or smaller than the $75 per 
month provided until, under the terms of the contract, the guaranteed 
amount is exhausted. The rule of subparagraph (1) and the compu- 
tation illustrated in example ( 1 ) apply to such installments since the 
total of such installments will not exceed the original amount guar- 
anteed to be paid at A’s death in any event. 


§ 1.72-ll(c)(2) 



86 


Example (4). C pays $12,000 for a contract providing that he is 
to be paid an annuity of $1,000 per year for 15 years His exclusion 
ratio is therefore 80 percent ($12,000 — $15,000). He directs that 
the annuity is to be paid to D, his beneficiary, if he should die before 
the full 15 year period has expired. C dies after 5 years and D is 
paid $1,000 in 1960. D will include $200 ($1,000 - $800. [80 percent of 
§1,000] ) in his gross income for the taxable year in which he receives 
the $1,000 since section 72(e) and this section do not apply to the 
annuity payments made in accordance with the provisions and 
during the term of the contract. D will continue with the same 
exclusion ratio used by C (80 percent) . 

Example (5). In 1954, E paid $50,000 into a fund and was 
promised an annual income for life the amount of which would de- 
pend in part upon the earnings realized from the investment of 
the fund in accordance with an agreed formula. The contract also 
specified that if E should die before ten years had elapsed, his bene- 
ficiary, F, would be paid the amounts determined annually under 
the formula until ten payments had been realized by E and F to- 
gether. E died in 1960, having received five payments totalling 
$30,000. Assuming that $22,000 of this amount was properly ex- 
cludable from E’s gross income prior to his death, F will exclude 
from his gross income the payments he receives until the taxable 
year in which his total receipts from the fund exceeds $28,000 ($50,- 
000— $22,000). F will include any excess over the $28,000 in his 
gross income for that taxable year. Thereafter, F will include in 
his gross income the entire amount of any payments made to him 
from the fund. 


(3) For the purpose of applying the rule contained in subpara- 
graph (1) of this paragraph, it is immaterial whether the recipient of 
the amount received in full discharge of the obligation is the same 
person as the recipient of amounts previously received under the con- 
tract winch were excludable from gross income, except in the case of 
a contract transferred for a valuable consideration, with respect to 
which see paragraph, (a) of § 1.72-10. For the limit on the tax at- 
tributable to the receipt of a lump sum to which this paragraph ap- 
plies, see paragraph (g) of this section. 

(d) Amounts received upon the surrender , redemption , or maturity 
of a contract.— (1) Any amount received upon the surrender, redemp- 
tion, or maturity of a contract to which section 72 applies, which is not 
i^ceived as an annuity under the rules of paragraph (b) of § 1.72-2, 
shall included m the gross income of the recipient to the extent that 
it. wnen added to amounts previously received under the contract and 
xi 11 Y ere ? X( £udable from the gross income of the recipient under 
the law applicable at the time of receipt, exceeds the aggregate of pre- 
miums or other consideration paid. See section 72(e) (2) (B). If 
amounts are to be received as an annuity, whether in lieu of or in addi- 
turn to amounts described in the preceding sentence, such amounts 
VjJ? 6 mclu . d ? d m the gross income of the recipient in accordance 
i™r 6 STT 8 ° f 1 paragraph (®) or ( f ) of this section, whichever 
3™^% y e rule stated m the first sentence of this paragraph 
shall not apply to payments received as an annuity or otherwise after 
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the date of the first receipt of an amount as an annuity subsequent to 
the maturity, redemption, or surrender of the original contract If 
amounts are so received and are other than amounts received as an 
annuity, they are includible in the gross income of the recipient. See 
section 72(e) (1) (A) and paragraph (b) (2) of this section. 

(2) For the purpose of applying the rule contained in subpara- 
graph (1) of this paragraph, it is immaterial whether the recipient 
of the amount received upon the surrender, redemption, or maturity 
of the contract is the same as the recipient of amounts previously re- 
ceived under the contract which w T ere excludable from gross income, 
except in the case of a contract transferred for a valuable considera- 
tion, with respect to which see paragraph (a) of § 1.72-10. For the 
limit on the amount of tax attributable to the receipt of certain lump 
sums to which this paragraph applies, see paragraph (g) of this 
section. 

(e) Periodic payments received for a different term. — If, after the 
date on which an amount is first received as an annuity under a con- 
tract to which section 72 applies, the terms of the contract are modi- 
fied or the annuity obligations are exchanged so that periodic pay- 
ments are to be received for a different term than originally provided 
under the contract (whether or not accompanied by the receipt of a 
lump sum to which paragraph (d) applies), the rules of this para- 
graph shall apply to such payments. Hence, the provisions of sec- 
tion 72(e) and paragraphs (b), (c), (d) ? and (f) of this section are 
inapplicable for the purpose of determining the includibility of such 
payments in gross income and the general principles of section 72 with 
respect to the use of an exclusion ratio shall be applied to such pay- 
ments as if they were provided under a new contract received in ex- 
change for the contract providing the original annuity payments. . If 
such payments are received as the result of the surrender, redemption, 
or discharge of a contract to which section 72 applies, they shall be 
considered to be received as an annuity under a contract exchanged 
for the contract whose redemption, surrender, or discharge was in- 
volved. For the purpose of determining the extent to which the pay- 
ments so received are to be included in the gross income of the recip- 
ient, an exclusion ratio shall be determined for such contract as of the 
later of January 1, 1954, or the first day of the first period for which 
an amount is received as an annuity thereunder, whichever is the later. 
See paragraph (b) of § 1.72-4. In determining the investment in the 
contract for this purpose, any lump sum amount received at the time 
of the exchange shall not be considered an amount to which paragraph 
(a) (2) of § 1.72-6 applies. However, such lump sum shall be sub- 
tracted from the aggregate of premiums or other consideration paid 
to the extent it is excludable as an amount not received as an annuity 
under this section as if it were an amount received before the annuity 
starting date of the contract obtained in exchange. 

(f ) Periodic payments received for the same term after a lump sum 
withdrawal— (1) If, after the date of the first receipt of a payment as 
an annuity, the annuitant receives a lump sum and is thereafter to 
receive annuity payments in a reduced amount under the contract for 
the same term, life, or lives as originally specified in the contract, a 
portion of the contract shall be considered to have been surrendered or 

§ L72-ll(f) (1) 



88 


redeemed in consideration of the payment of such lump sum and. the 
exclusion ratio originally determined for the contract shall continue 
to apply to the amounts received as an annuity without regard to the 
fact that such amounts are less than the original amounts which were 
to be paid periodically. The lump sum shall be includible m the 
gross income of the recipient in accordance with the provisions of sub- 
paragraph (2) of this paragraph. However, except m the case of 
amounts to which sections 402 and 403 applies, the tax attributable to 
the inclusion of all or part of the lump sum in gross income shall not 
exceed the amount determined under section 72(e) (8) and paragraph 
(g) of this section. 

(2) There shall be excluded from gross income that portion of the 
lump sum which bears the same ratio to the aggregate premiums or 
other consideration paid for the contract, as reduced by all amounts 
previously received under the contract and excludable from the gross 
income of the recipient under the applicable income tax law, as — 

(i) In the case of payments to be made in the manner described 
in paragraph (b) (2) of § 1.72-2, the amount of the reduction in 
the annuity payments to be made thereafter bears to the annuity 
payments originally provided under the contract, or 

(ii) In the case of a contract providing for payments to be made 
in the manner described in paragraph (b) (3) (i) of^ § 1.72-2, the 
amount of the reduction in the number pf units per period to be paid 
thereafter bears to the number of units per period payable under 
the contract immediately befor the lump sum withdrawal. 

(3) This paragraph may be illustrated by the following examples : 

Exam fie (I). Taxpayer A pays $20,000 for an annuity contract 
providing for payments to him of $100 per month for his life. At 
the annuity starting date he has a life expectancy of 20 years. His 
expected return is therefore $24,000 and the exclusion ratio is five- 
sixths. He continues to receive the original annuity payments for 
five years, receiving a total of $6,000 ; and properly excludes a total 
of *5,000 from hri gross income in his income tax returns for those 
years. At the beginning of the next year, A agrees with the insurer 
to take n reduced annuity of $75 per month and a lump sum payment 

$4,000 in cash. Of the lump sum he receives, he will include 
$250 and exclude $3,750 from his gross income for his taxable year 
of receipt, determined as follows : 


Aggregate of premiums or other consideration paid. _ $20 000 

Less amounts received as an annuity to the extent they were 
excludable from A’s income ^ qqq 

Remainder of the consideration $ 15> 000 

Ratio of the reduction in the amount of the annuity pay- — 

meats to the original annuity payments o r 

Lump sum received . ^ 

L ^ f s of the remain ^er of the^onsfdTration'a/i 

— — 3 , 750 

Portion of the lump sum includible in gross income (to whioh 
the Umt on tax of section 72(e) (3) S X* (towhl ch $2go 
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If, in this example, the annuity were a pension payable to A as a re- 
tired employee, but the facts were otherwise the same (assuming 
that, for instance, the $20,000 aggregate of premiums or other con- 
sideration paid were A’s contributions as determined under section 
72(f) and § 1.72-8) the result would be the same except that the 
tax attributable to the inclusion of the $250 in A’s gross income would 
not be limited by section 72 (e) (3) . 

E xample (2 ) . Taxpayer B pays $30,000 for a contract providing 
for monthly payments to be made to him for 15 years with respect 
to the principal and earnings of 10 units of an investment fund. B 
receives $12,000 during the first five years of participation and of 
this amount he has properly excluded a total of $10,000 from his gross 
income in his income returns for the taxable years, since $2,000 
of $2,400 he received in each such year represented his investment 
divided by the term of the annuity ($30,000 -M5). At the beginning 
of the sixth year, B agrees to take $11,000 in a lump sum ana there- 
after to accept the payments arising with respect to five units for 
the remaining ten years of payments in full discharge of the original 
obligations of the contract. B shall include $1,000 in his gross in- 
come for the sixth year as the result of the lump sum he receives 
and allocate $1,000 of his original investment in the contract to each 
of the remaining ten years with respect to the payments which will 
continue, determined as follows : 


Aggregate of premiums or other consideration paid $30, 000 

Total amount received and excludable from gross income 10, 000 


Remainder of the consideration . $20, 000 


Ratio of units discontinued to the total units originally pro- 
vided 5/10, or 1/2 

Lump sum received at the time of reduction in the number 

of units to be paid $11, 000 

Less one-half of the remainder of the consideration (1/2 

of $20,000) 10,000 


Portion of the lump sum received and includible in gross in- 
come (to which the provisions of section 72(e) (3) applies 
in this case) $1,000 


Remainder of the consideration less the portion of such re- 
mainder attributable to the excludable portion of the lump 

sum ($20,000 — $10,000) $10,000 

Remainder of the consideration properly allocable to each 

taxable year for the remaining ten years ($10,000-5-10) $1, 000 


(g) Limit on tax attributable to the receipt of a lump sum . — If the 
entire amount of the proceeds received upon the redemption, matu- 
rity, surrender, or discharge of a contract to which section 72 applies 
is received in a lump sum and paragraph (c), (d) , or (f) of this sec- 
tion is applicable in determining the portion of such amount which 
is includible in gross income, the tax attributable to such portion shall 
not exceed the tax which would have been attributable thereto had 
such portion been received ratably in the taxable year in which 
received and the two preceding taxable years. The amount of tax 
attributable to the includible portion of the lump sum received shall 
be the lesser of — 
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(1) The difference between the amount of tax for the taxable 
year of receipt computed by including such portion in gross in- 
come and the amount of tax for such taxable year computed by 
excluding such portion from gross income ; or 

(2) The difference between the total amount of tax for the 
taxable year of receipt and the two preceding taxable years com- 
puted by including -one-third of such portion in gross income for 
each of the three taxable years, and the total amount of the tax 
for the taxable year of receipt and the two preceding taxable 
years computed by entirely excluding such portion from the gross 
income of all three taxable years. 

For the definition of “taxable year,” see section 441(b). This _ para- 
graph shall not apply to payments excepted from the application of 
section 72(e)(3) under the provisions of section 402 or 403. See 
paragraph (a) of § 1.72-2 and paragraph (d) of § 1.72-14. 

(h) Amounts deemed to be paid or received by a transferee . — 
Amounts deemed to have been paid or received by a transferee for the 
purposes of § 1.72-10 shall also be deemed to have been so paid or 
received by such transferee for the purposes of this section. Thus, if 
a donee is deemed to have paid the premiums or other consideration 
actually paid by his transferor for the purposes of section 72(g) and 
paragraph (b) of §1.72-10, such consideration shall be deemed pre- 
miums or other consideration paid by the donee for the purposes of 
this section. 


_ § 1.72-12 Effect of Taking an Anndttt in Lieu of a Lump Sum 
Upon the Matukitt of a Contract. — If a contract to which section 
72 applies provides for the payment of a lump sum in full discharge 
of the obligation thereunder and the obligee entitled thereto, prior 
to receiving any portion of such lump sum and within 60 days after 
the date on which such lump sum first becomes payable, exercises an 
option or irrevocably agrees with the obligor to take, in lieu thereof, 
payments which will constitute “amounts received as an annuity”, 
as that term is defined in paragraph (b) of § 1.72-2, no part of such 
lump sum shall be deemed to have been received by the obligee at the 
time he was first entitled thereto merely because he would have 
been entitled to such amount had he not exercised the option or made 

such an agreement with the obligor. 

§ 1-72- 13 Special Rule for Employee Contributions Recover - 
able tn Three Years. — (a) Amounts received as an annuity . — (1) 
Section 72(d) provides a special rule for the treatment of amounts 
received as an annuity by an employee (or by the beneficiary or bene- 
ficiaries of an employee) under a contract to which section 72 applies. 
1 his special rule is applicable only in the event that— 

contrilmtecf by theemployer, ^^ si< ^ era ^ on P aid for contract is 

eoitlLJw ^ regai f a . mo ™ t receivable as an annuity under such 
th ^Tft ye6 (or by bls beneficiary or beneficiaries if 

rf fir l the 3-year period beginning on the 

is fir«i 61 j 0r no ^ before January 1, 1954) on which an amount 
is first received as an annuity equals or exceeds the total considera- 
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tion contributed (or deemed contributed under section 72(f) and 
§ 1.72-8) by the employee as of such date as reduced by all amounts 
previously received and excludable from the gross income of the 
recipient under the applicable income tax law. 

In such an event, section 72(d) provides that all amounts received as 
an annuity under the contract during a taxable year to which the 
Internal Revenue Code of 1954 applies shall be excluded from gross 
income until the total of the amounts excluded under that section plus 
all amounts excluded under prior income tax laws equals or exceeds 
the consideration contributed (or deemed contributed) by the em- 
ployee. The excess, if any, and all amounts received by any recipient 
thereafter (whether or not received as an annuity), shall be fully 
included in gross income. See paragraph (b) of this section. 

(2) If the aggregate amount receivable as an annuity under the 
contract within three years from the date on which an amount is first 
received as an annuity thereunder will not equal or exceed the con- 
sideration contributed (or deemed contributed) by the employee in 
accordance with the provisions of § 1.72-8, computed as of such date, 
the special rule of section 72(d) shall not apply to amomits received as 
an annuity under the contract and the general rules of section 72 
shall apply thereto. 

(3) The aggregate of the amounts receivable as an annuity within 
the prescribed 3-year period shall be the total of all annuity payments 
anticipatable by an employee (or a beneficiary or beneficiaries of an 
employee, if the employee died before any amount was received as 
an annuity) under the contract as a whole as defined in paragraph (a) 
of § 1.72-2. However, as provided in paragraph (a) of §1.72-2, the 
applicability of section 72(d) and this section shall be determined 
separately with respect to each separate plan or trust in which the 
employee has an interest. For example, the applicability of this section 
and section 72(d) to amounts received under a Civil Service Retire- 
ment annuity which is paid as the result of involuntary contributions 
of an employee shall be considered separately from the applicability 
of such sections to amounts received under such an annuity which is 
paid as the result of voluntary contributions of the employee. 

(4) If subparagraphs (1) and (3) of this paragraph apply to 
amounts received as an annuity under a contract, the rule prescribed 
in subparagraph (1) of this paragraph shall apply to all amounts so 
received thereunder regardless of the fact that they may be payable 
(i) to more than one beneficiary, (ii) for the same or different inter- 
vals, (iii) in different sums, or (iv) for a different period certain, 
life, or lives. 

(b) Amounts not received as an annuity . — If the rule of paragraph 
(a) of this section applies to a contract and, after the date on which 
an annuity payment is first received, amounts are received other than 
as an annuity under such contract in a taxable year to which the 
Internal Revenue Code of 1954 applies, they shall be included, in the 
gross income of the recipient in accordance with the provisions of 
f 1.72-11. Thus, if such amounts are received as a dividend or a 
similar distribution after the date on which an amount is first received 
as an annuity under the contract, they shall be included in the gross 
income of the recipient (in accordance with section 72(e) (1) (A) and 
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paragraph, (b)(2) of §1.72-11). All other amounts not received as 
an annuity shall be included in the gross income of the recipient in 
accordance with the provisions of section /2(e) (1) (B) and paragraph 
( c j (d), or (f), whichever is applicable, of § 1.72-11. bee section 

70(e) (2) 

“'( c ) Amounts received after the exhaustion of employee contribu- 
tions, (1) Amounts received under a contract to which the rule of 

paragraph (a) applies (whether or not such amounts aie 1 eceived as 
an annuity) shall be included in the gross income of the recipient if 
such amounts are received after the date on which the aggregate of all 
amounts excluded from gross income by the recipients under section 
72(d) and prior income tax laws equalled or exceeded the considera- 
tion contributed (or deemed contributed) by the employee. 

(2) If the rule of paragraph (a) of this section applies to amounts 
received by an employee (or his beneficiary or beneficiaries) under a, 
joint and survivor annuity contract, payments made to a prior annui- 
tant may entirely exhaust the amounts excludable from gross income. 
In such case, amounts paid to the surviving annuitant (or annuitants) 
shall be included in gross income by such recipients. 

(d) Application of section 72(d) to a contract , trust , or plan pro- 
viding for payments in a manner described in paragraph (b) (3) (i) of 
§ 1,72-2. — For the purpose of applying section 72(d) and this section 
any amount received in the nature of a periodic payment under a con- 
tract, trust, or plan which provides for the payment of amounts in a 
manner described in paragraph (b) (3) (i) of §1.72-2 shall be con- 
sidered an amount received as an annuity notwithstanding the pro- 
visions of any other section of the regulations under section 72. The 
special exclusion rule of section 72(d) and paragraph (a) of this 
section shall apply to all amounts so received if the first amount re- 
ceived, when multiplied by the number of periodic payments to be 
made within the three years beginning on the date of its receipt, re- 
sults in an amount in excess of the aggregate premiums or other con- 
sideration contributed (or deemed contributed) by the employee as of 
that date. If more than one series of periodic payments is to be paid 
under the same contract, trust, or plan, all payments anticipatable, 
whether because fixed in amount or determinable in the manner de- 
scribed in the preceding sentence, shall be aggregated for the purpose 
of determining the applicability of section 72(d) to the contract, trust, 
or plan as a whole. 

(e) Inapplicability of section 72(d) and this section . — Section 
72(d) and this section do not apply to — 

(1) . Amounts received as proceeds of a life insurance contract 
to which section 10h(a) applies, nor to 

(2) Amounts paid to a surviving anuitant under a joint and 
survivor annuity contract to which paragraph (b) (3) of § 1.72-5 

applies. 


Seealso paragraph (d) of § 1.72-14. 

1 1*72-14 Exceptions From Application of Principles of Sec- 
tion 72. (a) Payments of interest . — If any amount is received un- 
der an agreement to pay interest on a sum or sums held by the obligor, 
such amount shall not be excludable from the gross income of the 
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recipient under the provisions of section 72 to the extent that it is an 
actual interest payment. See section 72 (j). An amount shall be 
considered to be held under an agreement to pay interest thereon if 
the amount payable after the term of the annuity (whether for a 
term certain or for a life or lives) is substantially equal to or larger 
than the aggregate amount of premiums or other consideration paid 
therefor. For this purpose, however, the aggregate amount of pre- 
miums or other consideration paid shall include all contributions made 
by an employer and not merely those to which section 72(f) applies. 

.(b) Alimony payments . — To the extent that payments made to a 
wife are includible in her gross income by reason of either or both 
sections 71 and 682, they shall not be excluded from the wife’s gross 
income under the principles of section 72 although made under a con- 
tract to which that section applies. However, section 72 shall apply 
in the. case of amounts received under such a contract if a husband 
and wife are entitled to make and do make a single return jointly. 

(c) Certain “ face-amount certificates — The principles of section 
72 do not apply to “face-amount certificates” described in section 
72(1) which were issued before January 1, 1955. 

(d) Employer plans . — The provisions of §§ 1.72-1 to 1.72-13, in- 
clusive, shall be disregarded to the extent that they are inconsistent 
with the treatment of amounts received provided in section 402 (re- 
lating to the taxability of a distributee of an employees’ trust) , sec- 
tion 403 (relating to the taxation of employee annuities), or the regu- 
lations under either of such sections. 


ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME 


§ 1.102 Statutory Provisions ; Gifts and Inheritances. 


SEC. 102. GIFTS AND INHERITANCES. 

(a) General Rule. — Gross income does not include the value of property 
acquired by gift, bequest, devise, or inheritance. 

(b ) Income. — Subsection ( a ) shall not exclude from gross income — 

(1) the income from any property referred to in subsection (a) ; or 

(2) where the gift, bequest, devise, or inheritance is of income from 
property, the amount of such income, 

Where, under the terms of the gift, bequest, devise, or inheritance, the pay- 
ment, crediting, or distribution thereof is to be made at intervals, then, to 
the extent that it is paid or credited or to be distributed out of income from 
property, it shall be treated for purposes of paragraph (2) as a gift, bequest, 
devise, or inheritance of income from property. Any amount included in 
the gross income of a beneficiary under subchapter J shall be treated for 
purposes of paragraph (2) as a gift, bequest, devise, or inheritance of income 
from property. 

§ 1.102-1 Gifts and Inheritance. — (a) General Rule. — Property 
received as a gift, or received under a will or .under statutes of descent 
and distribution, is not includible in gross income, although the in- 
come from such property is includible in gross income. An amount of 
principal paid under a marriage settlement is a gift. . However, see 
section 71 and the regulations thereunder for rules relating to alimony 
or allowances paid upon divorce or separation. Section 102 does not 
apply to prizes and awards (see section 74 and § 1.74-1) nor to scholar- 
ships and fellowship grants (see section 117 and the regulations there- 
under). 

(b) Income from gifts and inheritances . — The income from any 
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nroDerty received as a gift, or under a will or statute of descent and 
distribution shall not be excluded from gross income under paragraph 

(a Lf GiftTmTinhentances of income .- If the gift, bequest, devise 
or hiheritance is of income from property, it shall not be excluded 
from cross income under paragraph (a) of this section. Section lOz, 
movides a special rule for the treatment of certain gifts, bequests, 
Seni or inheritances which by their terms are to be paid credited 
or distributed at intervals. Except as provided m section 663(a) (1) 
and paragraph (d) of this section, to the extent any such gift, bequest, 
devise, or inheritance is paid, credited, or to be distributed put of 
income from property, it shall be considered a gift, bequest, devise, or 
inheritance of income from property. Section 102 provides the same 
treatment for amounts of income from property which is P a ^d, 
credited, or to be distributed under a gift or bequest whether the gift 
or bequest is in terms of a right to payments at intervals (regardless 
of income) or is in terms of a right to income. To the extent the 
amounts in either case are paid, credited, or to be distributed at in- 
tervals out of income, they are not to be excluded under section 102 
from the taxpayer’s gross income. . . . . . 

(d) Effect of subchapter J .— Any amount required to be included 
in the gross income of a beneficiary under sections 652, 662, or 668 shall 
be treated for purposes of this section as a gift, bequest, devise, or 
inheritance of income from property. On the other hand, any amount 
excluded from the gross income of a beneficiary under section 
663(a)(1) shall be treated for purposes of this section as property 
acquired by gift, bequest, devise, or inheritance. 

(e) Income taxed to grantor or assignor . — Section 102 is not in- 
tended to tax a donee upon the same income which is taxed to the 
grantor of a trust or assignor of income under section 61 or sections 
671 through 677, inclusive. 

§1.103 Statutory Provisions; Interest on Certain Govern- 
mental Obligations. 


SEC. 103. INTEREST ON CERTAIN GOVERNMENTAL OBLIGATIONS. 

(a) General Rule. — Gross income does not include interest on — 

(1) the obligations of a State, a Territory, or a possession of the 
United States, or any political subdivision of any of the foregoing, or 
of the District of Columbia; 

(2) the obligations of the United States; or 

(3) the obligations of a corporation organized under Act of Congress, 
if such corporation is an instrumentality of the United States and if 
under the respective Acts authorizing the issue of the obligations the 
Interest is wholly exempt from the taxes imposed by this subtitle. 

(b) BxcsmoN. — Subsection (a) (2) shall not apply to interest on obli- 
gations of the United States issued after September 1, 1917 (other than 
postal savings certificates of deposit, to the extent they represent deposits 
made before March 1, 1941), unless under the respective Acts authorizing the 
issuance thereof such interest is wholly exempt from the taxes imposed by 
tMs subtitle. 

(c) Cross References.-— For provisions relating to the taxable status of — 

(1) Bonds and certificates of indebtedness authorized by the First 
Liberty Bond Act, see sections 1 and 6 of that Act (40 Stat. 35, 36; 31 
U. S. C. 746, 755) ; 

(2) Bonds issued to restore or maintain the gold reserve, see section 
2 of the Act of March 14, 1900 (31 Stat. 46 ; 31 U. S. C. 408) ; 
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(&) Bonds, notes, certificates of indebtedness, and Treasury bills au- 
thorized by the Second Liberty Bond Act, see sections 4, 5(b) and (d), 7, 

18 (b), and 22(d) of that Act, as amended (40 Stat. 290 ; 46 Stat. 20, 775 ; 

40 Stat. 291, 1310 ; 55 Stat. 8 ; 31 U. S. C. 752a, 754, 747, 753, 757c) ; 

(4) Bonds, notes and certificates of indebtedness of the United States 
and bonds of the War Finance Corporation owned by certain nonresi- 
dents, see section 3 of the Fourth Liberty Bond Act, as amended (40 Stat. 
1311, §4; 31 U. S. C. 750) ; 

(5) Certificates of indebtedness issued after February 4, 1910, see 
section 2 of the Act of that date (36 Stat. 192; 31 U. S. C. 769) ; 

(6) Consols of 1930, see section 11 of the Act of March 14, 1900 (31 
Stat. 48; 31 U. S. C. 751) ; 

(7) Obligations and evidences of ownership issued by the United 
States or any of its agencies or instrumentalities on or after March 28, 
1942, see section 4 of the Public Debt Act of 1941, as amended (c. 147, 

61 Stat ISO ; 31 U. S. C. 742a) ; 

(8) Commodity Credit Corporation obligations, see section 5 of the 
Act of March 8, 1938 ( 52 Stat. 108 ; 15 U. S. C. 713a-5) ; 

(9) Debentures issued by Federal Housing Administrator, see sec- 
tions 204(d) and 207 (i) of the National Housing Act, as amended (52 
Stat. 14, 20 ; 12 U. S. C. 1710, 1713) ; 

(10) Debentures issued to mortgagees by United States Maritime 
Commission, see section 1105(c) of the Merchant Marine Act, 1936, as 
amended (52 Stat. 972; 46 U. S. C. 1275) ; 

(11) Federal Deposit Insurance Corporation obligations, see section 
15 of the Federal Deposit Insurance Act (64 Stat. 890; 12 U. S. C. 1825) ; 

(12) Federal Home Loan Bank obligations, see section 13 of the 
Federal Home Loan Bank Act, as amended (49 Stat. 295, § 8 ; 12 U. S. C. 
1433) ; 

(13) Federal savings and loan associations loans, see section 5(h) of 
the Home Owners’ Loan Act of 1933, as amended (48 Stat. 133; 12 
U. S. C. 1464) ; 

(14) Federal Savings and Loan Insurance Corporation obligations, see 
section 402(e) of the National Housing Act (48 Stat. 1257; 12 U. S. C. 
1725) ; 

(15) Home Owners’ Loan Corporation bonds, see section 4(c) of the 
Home Owners’ Loan Act of 1933, as amended (48 Stat 644, c. 168; 

12 U. S. C. 1463) ; 

(16) Obligations of Central Bank for Cooperatives, production credit 
corporations, production credit associations, and banks for cooperatives, 
see section 63 of the Farm Credit Act of 1933 (48 Stat. 267 ; 12 U. S. C. 
1138c) ; 

(17) Panama Canal bonds, see section 1 of the Act of December 21, 
1904 (34 Stat. 5 ; 31 U. S.*C. 743), section 8 of the Act of June 28, 1902 
(32 Stat. 484 ; 31 U. S. C. 744), and section 39 of the Tariff Act of 1909 
(36 Stat. 117 ; 31 U. S. C. 745) ; 

(18) Philippine bonds, etc., issued before the independence of the 
Philippines, see section 9 of the Philippine Independence Act (48 Stat. 
463; 48 U. S. C. 1239) ; 

(19) Postal savings bonds, see section 10 of the Act of June 25, 1910 
(36 Stat. 817 ; 39 U. S. C. 760) ; 

(20) Puerto Rican bonds, see section 3 of the Act of March 2, 1917, as 
amended (50 Stat. 844 ; 48 U. S. C. 745) ; 

(21) Treasury notes issued to retire national bank notes, see section 
18 of the Federal Reserve Act (38 Stat. 268; 12 U. S. C. 447) ; 

(22) United States Housing Authority obligations, see sections 5(e) 
and 20(b) of the United States Housing Act of 1937 (50 Stat. 890, 898; 

42 U. S. C, 1405, 1420) ; ' 

(23) Virgin Islands insular and municipal bonds, see section 1 of the 
Act of October 27, 1949 (63 Stat. 940 ; 48 U. S. C. 1403) . 

§ 1 . 103-1 Interest Upon Obligations of a State, Territort, 
etc. — Interest upon the obligations of a State, Territory, or a posses- 
sion of the United States, or any political subdivision thereof, or the 
District of Columbia is not includible in gross income. Obligations 
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issued by or on behalf of the State, Territory, or possession of the 
United States, or a duly organized political subdivision acting by 
constituted authorities empowered to issue such obligations, are the 
obligations of a State, Territory, or possession of the United States, 
or a & political subdivision thereof. Certificates issued by a political 
subdivision for public improvements. (such as sewers,. sidewalks, 
streets, etc.) which are evidence of special assessments against specific 
property, which assessments become a lien against such property and 
which the political subdivision is required to enforce, are, for purposes 
of this section, obligations of the political subdivision even though 
the obligations are to be satisfied out of special funds and not out of 
general funds or taxes. The term “political subdivision”, for purposes 
of this section, denotes any division of the State, Territory, or posses- 
sion of the United States which is a municipal corporation, or to which 
has been delegated the right to exercise part of the sovereign power of 
the State, Territory, or possession of the United States. As thus 
defined, a political subdivision of a State, Territory ? or possession of 
the United States may or may not, for purposes of this section, include 
special assessment districts so created, such as road, water, sewer, gas, 
light, reclamation, drainage, irrigation, levee, school, harbor, port 
improvement, and similar districts and divisions of a State, Territory, 
or possession of the United States. 


§ 1.103-2 Dividends From Shares and Stock of Federal Agencies 
ok Instrumentalities. — (a) Issued before March 28, 191$. — (1) Sec- 
tion 26 of the Federal Farm Loan Act of July 17, 1916 (12 U. S. C. 
931), provides that Federal land banks and national farm-loan asso- 
ciations, including the capital and reserve or surplus therein and the 
income derived therefrom, shall be exempt from taxation, except taxes 
upon real estate. Section 7 of the F ederal Reserve Act of December 28, 
1913 (12 U. S. C. 531), provides that Federal reserve banks, including 
the capital stock and surplus therein and the income derived there- 
from, shall be exempt from taxation, except taxes upon real estate. 
Section 13 of the Federal Home Loan Bank Act (12 U. S. C. 1433) 
provides that the Federal Home Loan Bank including its franchise, 
its capital, reserves, and surplus, its advances, and its income shall be 
exempt from all taxation, except taxes upon real estate. Section 5 (h) 
of the Home Owners 5 Loan Act of 1933 ( 12 U. S. C. 1464 (h) ) provides 
that shares of Federal savings and loan associations shall, both as to 
tJieir value and the income therefrom, be exempt from all taxation 
(except surtaxes, estate, inheritance, and gift taxes) imposed by the 
United States. Under the above-mentioned provisions, income con- 
sisting of dividends on stock of Federal land banks, national farm- 

lo^f^ 0 '^ 4101135 F ? dera J ¥ me loan banks, and Federal reserve banks 
isimt, m the case of stock issued before March 28, 1942, includible in 
gi^ mronae. Income consisting of dividends on share accounts of 
but in ° a - n ass p? la ti° ns is includible in gross income 

? f Shar6S lssu ° d before March 28, 1942, is not subject to 
the noimal tax on income. For taxability of such income in the case 
of sack stock or shares issued on or after March 28, 1942, see section 6 
of he Public Debt Act of 1942 (31 U. S. C. 742a) and paragraph (b) 
of this section. For the time at which a stock or share is issued within 
the meaning of this section, see paragraph (b), of this section. 
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(2) Regardless of tlie exemption from income tax of dividends paid 
on the stock of Federal reserve banks, dividends paid by member banks 
are treated, like dividends of ordinary corporations. 

(3) Dividends on the stock of the central bank for cooperatives, the 

production credit corporations, production credit associations, and 
banks for cooperatives, organized under the provisions of the Farm 
Credit Act of 1933, constitute income to the recipients, subject to both 
the normal tax and surtax (see section 63 of the Farm Credit Act of 
1933 (12 IT. S. C. 1138c)). 

(b) Issued on or after March 28, 191$. — (1) By virtue of the pro- 
visions of section 6 of the Public Debt Act of 1942, the tax exemption 
provisions set forth in paragraph (a) of this section with respect to 
income consisting of dividends on stock of the Federal land banks, 
national farm-loan associations, and Federal reserve banks, or on 
share accounts of Federal savings and loan associations, are not appli- 
cable in the case of dividends on such stock or shares issued on or after 
March 28, 1942. 

(2) For the purposes of this section, a stock or share is deemed to be 
issued at the time and to the extent that payment therefor is made to 
the agency or instrumentality. The date of issuance of the certificate 
oi* other evidence of ownership of such stock or share is not determina- 
tive if payment is made at an earlier or later date. Where old stock is 
retired in exchange for new stock of a different character or prefer- 
ence, the new stock shall be deemed to have been issued at the time of 
the exchange rather than when the old stock was paid for. These rules 
may be illustrated by the following examples : 

# Example ( 1 ). A, the owner of an investment share account, con- 
sisting of 10 shares, in a Federal savings and loan association, has 
a single certificate issued before March 28, 1942, evidencing such 
ownership. In order that A may dispose of half of such shares, the 
association at his request issues, after March 2, 1942, two 5-share 
certificates in substitution for the 10-share certificate. The shares 
evidenced by the two new certificates are deemed to have been issued 
before March 28, 1942, the shares having be.en paid for before such 
date. 

Example (2) ~ The X Bank, a member of a Federal reserve bank, 
owns 50 shares of Federal reserve bank stock, evidenced by a single 
stock certificate issued before March 28, 1942. On December 31, 
1942, the X Bank reduces the amount of its capital stock, as a result 
of which it is required to reduce the amount of its Federal reserve 
bank stock to 40 shares. It surrenders the 50-share certificate to 
the Federal reserve bank and receives a new 40-share certificate. 
The 40 shares evidenced by such certificate are deemed to have been 
issued before March 28, 1942. On December 31, 1943, the X Bank 
increases the amount of its capital stock, as a result of which it 
is required to purchase 10 additional shares of the Federal reserve 
. bank stock. The Federal reserve bank issues a 10-share certificate 
evidencing ownership of the new shares. Of the 50 shares then 
owned by the X Bank, 40 were issued prior to March 28, 1942, and 
10 were issued after March 2, 1942. 

Example {8). A, the owner of a savings share account in the 
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amount of $100 in a Federal savings and loan association, has a 
passbook containing a certificate issued prior to March 28, 1942, 
evidencing such ownership. Subsequent to March 27, 1942, A 
deposits $10,000 in the account With respect to the $10,000 deposit, 
the share is deemed to have been issued after March 27, 1942. 

§ 1 . 103-3 Interest Upon Notes Secured by Mortgages Executed 
to Federal Agencies or Instrumentalities. — Section 26 of the Fed- 
eral Farm Loan Act of July 17, 1916 (12 U. S. C. 931) , and section 210 
of such act, as added by section 2 of the act of March 4, 1923 (12 U. S. 
C. 1111), provide that first mortgages executed to Federal land banks, 
joint-stock land banks, or Federal intermediate credit banks, and the 
income derived therefrom, shall be exempt from taxation. Accord- 
ingly, income consisting of interest on promissory notes held by such 
ba nks and secured by such first mortgages is not subject to the in- 
come tax. 

§ 1 . 103-4 Interest Upon United States Obligations. — (a) Issued 
before March 1, 191^1. — (1) Interest upon obligations of the United 
States issued on or before September 1, 1917, is exempt from tax. In 
the case of obligations issued by the United States after September 1, 
1917 , and in the case of obligations of a corporation organized under 
Act of Congress, if such corporation is an instrumentality of the 
United States, the interest is exempt from tax only if and to the extent 
provided in the acts authorizing the issue thereof, as amended and 
supplemented. 

(2) Interest on Treasury bonds issued before March 1, 1941, is 
exempt from Federal income taxes except surtaxes imposed upon the 
income or profits of individuals, associations, or corporations. How- 
ever, interest on an aggregate of not exceeding $5,000 principal amount 
of such bonds is also exempt from surtaxes. Interest in excess of the 
interest on am aggregate of not exceeding $5,000 principal amount of 
such bonds is subject to surtax and must be included in gross income, 

( 3 ) Interest credited to postal savings accounts upon moneys de- 
posited before March 1, 1941, in postal savings banks is wholly exempt 
from income tax. 


(b) Issued on or after March 7 , 1911 — ( 1 ) Under the provisions of 
sections 4 and 5 of the Public Debt Act of 1941, interest upon obliga- 
tions issued on or after March 1, 1941, by the United States, or any 
agency or mstramentality thereof, shall not have any exemption, as 
Sl i . Federal income tax except in respect of any such obligations 
winch the Federal Maritime Board and Maritime Administration 
| formerly United States Maritime Commission) or the Federal Hous- 
mg Administration has, before March 1, 1941, contracted to issue at a 
future date. The interest on such obligations so contracted to be 

Slntt 1 J“ r ^tax-exemption privileges as were at the time of 
such contract provided m the law authorizing their issuance. For the 
purposes hereof, under section 4(a) of the Public Debt Act of 1941, 
a Territory and a possession of the United States (or any political 
subdivisions hereof) and the District of Columbia, and any agency 

coiSe^Tif 1 ^ ° f any ° ne ° r more of the fore going, shall not be 
considered as an agency or instrumentality of the United States. 

In the case of obligations issued as the result of a refunding 
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operation, as, for example, where a corporation exchanges bonds for 
previously issued bonds, the refunding obligations are deemed, for 
the purposes of this section, to have been issued at the time of the ex- 
change rather than at the time the original bonds were issued. 

§ 1.103-5 Treasury Boot) Exemption in the Case of Trusts or 
Partnerships. — (a) When the income of a trust is taxable to bene- 
ficiaries, as in the case of a trust the income of which is to be distributed 
to the beneficiaries currently, each beneficiary is entitled to exemption 
as if he owned directly a proportionate part of the Treasury bonds 
held in trust. When, on the other hand, income is taxable to the 
trustee, as in the case of a trust the income of which is accumulated 
for the benefit of unborn or unascertained persons, the trust, as the 
owner of the bonds held in trust, is entitled to the exemption on account 
of such ownership. In general, see sections 652(b) and 662(b) and 
the regulations thereunder. 

(b) As the income of a partnership is taxable to the individual 
partners, -each partner is entitled to exemption as if he owned directly 
a proportionate part of the bonds held by the partnership. For rules 
relating to. partially tax-exempt interest see section 702(a)(7) and 
the regulations thereunder. 

§ 1.103-6 Interest Upon United States Obligations in the 
Case of Nonresident Aliens and Foreign Corporations, Not En- 
gaged in Business in the United States. — By virtue of section 4 of 
the Victory Liberty Loan Act of March 3, 1919 (31 U. S. C. 750), 
amending section 3 of the Fourth Liberty Bond Act of July 9, 1918 
(31 U. S. C. 750) , the interest received on and after March 3, 1919, on 
bonds, notes, and certificates of indebtedness of the United States 
while beneficially owned by a nonresident alien individual, or a foreign 
corporation, partnership, or association, if such individual, corpora- 
tion, partnership, or association is not engaged in business in the 
United States, is exempt from income taxes. Such exemption applies 
only to such bonds, notes, or certificates as .have been issued before 
March 1, 1941. Interest derived by a nonresident alien individual, or 
by a foreign corporation, partnership, or association on such bonds, 
notes, or certificates issued on or after March 1, 1941, is subject to tax 
as in the case of taxpayers generally as provided in paragraph (b) of 
§1.103-4. 

§ 1.109 Statutory Provisions ; Improvements by Lessee on Les- 
sor’s Property. 

SEC. 109. IMPROVEMENTS BY LESSEE ON LESSOR’S PROPERTY. 

Gross income does not include income (oilier than rent) derived by a lessor 
of real property on tbe termination of a lease, representing the value of 
such property attributable to buildings erected or other improvements made 
by tbe lessee. 

§ 1.109-1 Exclusion From Gross Income of Lessor of Eeal Prop- 
erty of Value of Improvements Erected by Lessee— ( a) Income 
derived by a lessor of real property upon the termination, through 
forfeiture or otherwise, of the lease of such property and attributable 
to buidings erected or other improvements made by the lessee upon 
the leasetf property is excluded from gross income. However, where 
the facts disclose, that such buildings or improvements represent in 
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whole or in part a liquidation in kind of lease rentals, the exclusion 
from gross income shall not apply to the extent that such buildings 
or improvements represent such liquidation. The exclusion applies 
only with respect to the income realized by the lessor upon the ter- 
mination of the lease and has no application to income, if any, in the 
form of rent, which may be derived by a lessor during the period of 
the lease and attributable to buildings erected or other improvements 
made by the lessee. It has no application to income which may be 
realized by the lessor upon the termination of the lease but not at- 
tributable^ the value of such buildings or improvements. Neither 
does it apply to income derived by the lessor subsequent to the ter- 
mination of the lease incident to the ownership of such buildings or 
improvements. 

(b) The provisions of this section may be illustrated by the fol- 
lowing example : 

Example. The A Corporation leased in 1945 for a period of 50 
years unimproved real property to the B Corporation under a lease 
providing that the B Corporation erect on the leased premises an 
office building costing $500,000, in addition to paying the A Corpo- 
ration a lease rental of $10,000 per annum beginning on the date of 
completion of the improvements, the sum of $100,000 being placed 
in escrow for the payment of the rental. The building was com- 
pleted on January 1, 1950. The lease provided that all improve- 
ments made by the lessee on the leased property would become the 
absolute property of the A Corporation on the termination of the 
lease by forfeiture or otherwise and that the lessor would become 
entitled on such termination to the remainder of the sum, if any, 
remaining in the escrow fund. The B Corporation forfeited its 
lease on January 1, 1955, when the improvements had a value of 
$100,000. Under the provisions of section 109, the $100,000 is ex- 
cluded from gross income. The amount of $50,000 representing 
the remainder in the escrow fund is forfeited to the A Corporation 
and is included in the gross income of that taxpayer. As to the 
basis of the property in the hands of the A Corporation, see § 
1.1019 — 1. 

§1.110 Statutory Provisions; Income Taxes Paid by 
Corporation. 


SEC. 110. INCOME TAXES PAID BY LESSEE CORPORATION. 

( 1 ) a lease was entered into before January 1, 1954, 

(2) both lessee and lessor are corporations, and 

^ under the lease, the lessee is obligated to pay, or to reimburse 
the lessor for any part of the tax imposed by this subtitle on the lessor 
with respect to the rentals derived by the lessor from the lessee, 
ffien gross income of the lessor does not include such payment or reimburse- 
? fw wilf d ^ netl0n for such Payment or reimbursement shall be allowed 

MaSed totaV Wif!?? 086 ! • 0f . t ¥ P rec6(ling sentence, a lease shall be con- 
aaerea to have been entered into before January 1, 1954, if it is a renewal or 

££££££ 1 entered !? t0 befwe and if such renewal or 

S SmblrTl! 1953 “ aecordance wlth an °Ptt°n contained in the lease 

§ 1.110-1 Income Taxes Paid by Lessee Corporation. — ( al If a 
m *°.$ efor e J anuary 1,-1954, if both lessee and lessor 
rp s, and if, under the lease, the lessee is obligated to pay, 
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or t° reimburse the lessor for, any portion of the tax imposed by sub- 
title A of the Internal Revenue Code of 1954 upon the lessor with 
respect to the rentals derived by the lessor from such lease, such pay- 
ment or reimbursement of tax shall be excluded from gross income 
of the lessor and no deduction therefor shall be allowed to the lessee 
Fi° r i or Q P °| eS i f t llS s< r ct ' 10 lb a renewal or continuance after December 
3 . 1 ? 19 'f’ ? f a leas ® entered into before January 1, 1954, shall be con- 
sidered a lease entered into bef oi*e J anuary 1, 1954, if such renewal or 
continuance is made in accordance with an option contained in the 
original lease on December 31, 1953, or in accordance with an option 
contained (on December 31, 1953) in an instrument by which the 
original lease was renewed or continued. Thus, assume that a corpo- 
* r™ S0I i anc * a co . r P ora tion lessee enter into a lease on January 1, 
1947. I he lease expires on December 31, 1953, but may be renewed 
for two years at the option of the lessee. On December 31, 1953, the 
lessee exercises his option, and the parties further agree, in writing, 
that the terms of the lease may be extended for an additional two 
years at the mssee s option. On December 31, 1955, the lessee exercises 
his option. The renewal period covering 1954 and 1955 are controlled 
by the provisions of section 110. Similarly, section 110 is applicable 
to the second two-year period to which the lease has been extended. 
However, section 110 would not be applicable to any further extension 
of the terms of the lease, since such further extension would not be 
made pursuant to an option existing on December 31, 1953. 

(b) In the case of a lease to which the provisions of section 110 
are not applicable, any amounts paid or reimbursed by the lessee cor- 
poration with respect to taxes imposed by subtitle A of the Internal 
lie venue Code of 1954 upon the lessor corporation for rentals derived 
by the lessor corporation under such lease shall be included in the 
gross income of the lessor corporation and shall, if otherwise allow- 
able, be allowed as a deduction to the lessee corporation. 

§1.111 Statutory Provisions; Kecovery of Bad Debts, Prior 
Taxes, and Delinquency Amounts. 


SEC. 111. RECOVERY OF BAD DEBTS, PRIOR TAXES, AND DELIN- 
QUENCY AMOUNTS. 

(a) General Rule. — Gross income does not include income attributable 
to the recovery during the taxable year of a bad debt, prior tax, or delin- 
quency amount, to the extent of the amount of the recovery exclusion with 
respect to such debt, tax, or amount. 

.(b) Definitions.- — For purposes of subsection (a) — 

(1) Bad debt. — The term “bad debt” means a debt on account of the 
worthlessness or partial worthlessness of which a deduction was allowed 
for a prior taxable year. 

( 2 ) Prior tax.— -The term “prior tax” means a tax on account of which 
a deduction or credit was allowed for a prior taxable year. 

(3) Delinquency amount. — The term “delinquency amount” means 
an amount paid or accrued on account of which a deduction or credit 
was allowed for a prior taxable year and which is attributable to failure 
to file return with respect to a tax, or pay a tax, within the time required 
by the law under which the tax is imposed, or to failure to file return 
with respect to a tax or pay a tax. 

(4) Recovery exclusion. — The term “recovery exclusion”, with re- 
spect to a bad debt, prior tax, or delinquency amount, means the amount, 
determined in accordance with regulations prescribed by the Secretary 
or his delegate, of the deductions or credits allowed, on account of such 
bad debt, prior tax, or delinquency amount, which did not result in a 
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reduction of the taxpayer’s tax under this subtitle (hot Including the 
accumulated earnings tax imposed by section 531 or the tax on personal 
holding companies imposed by section 541) or corresponding provisions 
of prior income tax laws (other than subchapter E of chapter 2 of 
the Internal Revenue Code of 1930, relating to World War II excess 
profits tax) reduced by the amount excludable in previous taxable years 
with respect to sneh debt, tax, or amount under this section. 

(c) Special Rules for Accumulated Earnings Tax and for Personal 
Holding Compact Tax.— In applying subsections (a) and (b) for the pur- 
pose of determining the accumulated earnings tax under section 531 or the tax 

under section 541 (relating to personal holding companies)— 

(1) a recovery exclusion allowed for purposes of thus subtitle (otner 
than section 531 or section 541) shall be allowed whether or not the bad 
debt prior tax, or delinquency amount resulted in a reduction of the 
tax under section 531 or the tax under section 541 for the prior taxable 


year; and 

(2) where a bad debt, prior tax, or delinquency amount was not 
allowable as a deduction or credit for the prior taxable year for pur- 
poses of this subtitle other than of section 531 or section 541 hut was 
allowable for the same taxable year under section 531 or section 541, 
then a recovery exclusion shall be allowable if such bad debt, prior tax, 
or delinquency amount did not result in a reduction of the tax under 
section 531 or the tax under section 541. 


§ 1.111-1 Recovery of Certain Items Previously Deducted or 
Credited. — (a) General . — Section 111 provides that income attribut- 
able to the recovery during any taxable year of bad debts, prior taxes, 
and delinquency amounts shall be excluded from gross income to the 
extent of the “recovery exclusion” with respect to such items. The rule 
of exclusion so prescribed by statute applies equally with respect to all 
other losses, expenditures, and accruals made the basis of deductions 
from gross income for prior taxable years, including war losses re- 
ferred to in section 127 of the Internal Revenue Code of 1939, but not 
including deductions with respect to depreciation, depletion, amortiza- 
tion, or amortizable bond premiums. The term “recovery exclusion” 
as used in this section means an amount equal to the portion of the 
bad debts, prior taxes, and deliquency amounts (the items specifically 
referred to in section 111), and of all other items subject to the rule of 
exclusion which, when deducted or credited for a prior taxable year, 
did not result in a reduction of any tax of the taxpayer under subtitle 
A (other than the accumulated earnings tax imposed by section 531 
or the personal holding company tax imposed by section 541) of the 
Internal Revenue Code of 1954 or corresponding provisions of prior 
income tax laws (other than the World War II excess profits tax im- 
posed under subchapter E of chapter 2 of the Internal Revenue Code 
of 1939). 

(1) Section 111 items . — The term “section 111 items” as used in this 
section means bad debts, prior taxes, delinquency amounts, and all 
other items subject to the rule of exclusion, for which a deduction 
or credit was allowed for a prior taxable year. If a bad debt was 
previously charged against a reserve by a taxpayer on the reserve 
method of treating bad debts, it was not deducted, and it is therefore, 
not considered a section 111 item. Bad debts, prior taxes, and de- 
linquency amounts are defined in section 111(b)(1), (2), and (3), 
respectively. An example of a delinquency amount is interest on, 
delinquent taxes. An example of the other items not expressly re- 
ferred to in section 111 but nevertheless subject to the rule of exclusion 
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is a loss sustained upon the sale of stock and later recovered, in whole 

SKb£& 2Z£d.“ aCtl ° n ^ ^ fr ° m ^ ^ock 

(2) Definition of “recovery ”.— Recoveries result from the receipt 

® 11 l r6Sp / Ct °l the Piously deducted or credited section 
111 items, such as from the collection or sale of a bad debt, refund or 
credit of taxes paid, or cancellation of taxes accrued. Care should be 
taken m the case of bad debts which were treated as only partially 
worthless in prior years to distinguish between the item described 
m section 111, that is, the part of such debt which was deducted, and 
the part not previously deducted, which is not a section 111 item and is 
considered the first part collected. The collection of the part not de- 
ducted is not considered a “recovery”. Furthermore, the term “re- 
covery does not include the gain resulting from the receipt of an 
amount on account of a section 111 item which, together with previous 
such receipts^ exceeds the deduction or credit previously allowed for 
snc |\ 1 ^ em * f ov instance, a $100 corporate bond purchased for $40 
d e ducted as worthless is subsequently collected to the extent 
of $50. The $10 gam (excess of $50 collection over $40 cost) is not a 
recovery of a section 111 item. Such gain is in no case excluded from 
gross income under section 111, regardless of whether the $40 recovery 
is or is not excluded. 


(3) Treatment of debt deducted in more than one year by reason 
of partied worthlessness . — In the case of a bad debt deducted in part 
for two or more prior years, each such deduction of a part of the debt 
is considered a separate section 111 item. A recovery with respect to 
such debt is considered first a recovery of those items (or portions 
thereof), resulting from such debt, for which there are recovery ex- 
clusions. If there are recovery exclusions for two or more items re- 
sulting from the same bad debt, such items are considered recovered 
in the order of the taxable years for which they were deducted, be- 

f inning with the latest The recovery exclusion for any such item is 
etermmed by considering the recovery exclusion with respect to the 
prior year for which such item was deducted as being first used to 
offset all other applicable recoveries in the year in which the bad debt 
is recovered. 

(4) Special provisions as to worthless bonds, etc., which are treated 
as capital,* losses . — Certain bad debts arising from the worthlessness 
of securities and certain nonbusiness bad debts are treated as losses 
from the sale or exchange of capital assets. See sections 165(g) and 
166(d). The amounts of the deductions allowed for any year under 
section 1211 on account of such losses for such year are considered 
to be section 111 items. Any part of such losses which, under section 
1211, is a deduction for a subsequent year through the capital loss 
carryover (any later receipt of an amount with respect to such de- 
ducted loss is a recovery) is considered a section 111 item for the year 
in which such loss was sustained. 

(b) Computation of recovery exclusion. — (1) Amount of recovery 
exclusion allowable for year of recovery . — For the year of any re- 
covery, the section 111 items which were deducted or credited for one 
prior year are considered as a group and the recovery thereon is con- 
sidered separately from recoveries of any items which were deducted 
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or credited for other years. This recovery is excluded from gross 
ncome to the extent of the recovery exclusion with respect to this 
trroup of items as (i) determined for the original year for which such 
[terns were deducted or credited (see subparagraph (2) of this para- 
oraph) and (ii) reduced by the excludable recoveries in intervening 
rears on account of all section 111 items for such original year. A 
taxpayer claiming a recovery exclusion shall submit, at the time the 
exclusion is claimed, the computation of the recovery exclusion 
claimed for the original year for which the items were deducted or 
credited, and computations showing the amount recovered in inter- 
vening years on account of the section 111 items deducted or credited 
for the original year. 

(2) Determination of recovery exclusion for original year for 
which items were deducted or credited . — (i) The recovery exclusion 
for the taxable year for which section 111 items were deducted or 
credited (that is, the “original taxable year”). is the portion of the 
aggregate amount of such deductions and credits which could be dis- 
allowed without causing an increase in any tax of the taxpayer im- 
posed under subtitle A (other than the accumulated earnings tax 
imposed by section 531 or the personal holding company tax imposed 
by section 541) of the Internal Revenue Code of 1954 or correspond- 
ing provisions of prior income tax laws (other than the World War 
II excess profits tax imposed under subchapter E of chapter 2 of the 
Internal Revenue Code of 1939). For the purpose of such recovery 
exclusion, consideration must be given to the effect of net operating 
loss carryovers and carrybacks or capital loss carryovers. 

(ii) This rule shall be applied by determining the recovery exclu- 
sion as the aggregate amount of the section 111 items for the original 
year for which such items were deducted or credited reduced by 
whichever of the following amounts is the greater : 

fa) The difference between (I) the taxable income for such 
original year and. (2) the taxable income computed without regard 
to the section 111 items for such original year. 

(&) I 21 the case of a taxpayer subject to any income tax in 
lieu of normal tax or surtax or both (except the alternative tax on 
capital gains imposed by section 1201, which is disregarded), the 
difference between (1) the income subject to such tax for such 
original year and (2) the income subject to such tax computed 
without regard to the section 111 items for such original year. 

(ISi either the amount determined under ( 1 ) nor the amount under 
(2) of (a) or (J) of this subdivision shall in any case be considered 
less than zero. ) For this determination of the recovery exclusion, the 
of the section 111 items must be further decreased by the 
portion thereof which caused a reduction in tax in preceding or suc- 
ceeding taxable years through any net operating loss carryovers or 
carrybacks or capital loss carryovers affected by such items. This 
decrease is the aggregate of the largest amount determined for each 
of such preceding and succeeding years under (a) and (5) of this 
subdivision, the computation of each carryover or carryback to the 
preceding or succeeding year being made under (1) of (a) and (b) 
of this subdivision with regard to the section 111 items for the original 
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year and such computation being made under (£) of ( a ) and (5) of 
this subdivision without regard to such items. For the purpose of 
the preceding sentence, the computations under both ( 1 ) and (2) of 
(a) and (b) of this subdivision shall be made without regard to any 
section 111 items for such preceding or succeeding year and the carry- 
overs and carrybacks to such year shall be determined without regard 
to any section 111 items for years subsequent to the original year. 

(iii) The determination of the recovery exclusion for original tax- 
able years subject to the provisions of the Internal Revenue Code of 
1939 shall be made under paragraph (b) (2) of § 39.22(b) (12)-1 of 
Regulations 118. 

(3) Example . — The provisions of this paragraph may be illus- 
trated by the following example : 

Example. A single individual with no dependents has for his 
1954 taxable year the following income and deductions : 


Gross income 

Less deductions: 

Depreciation 

Business bad debts and taxes 

Personal exemption 

Taxable income or (loss) 

Adjustment under section 172(d)(4). 


With deduction of section Without deduction of 
111 items section 111 items 

$25, 000 $25, 000 

$20,000 $20,000 

6, 300 

600 26, 900 600 20, 600 


(1,900) 4,400 

600 


Net operating loss (1,300) 

The full amount of the net operating loss of $1,300 is carried back 
and allowed as a deduction for 1952. The aggregate of the section 
111 items for 1951 is $6,300 (bad debts and taxes) . The recovery ex- 
clusion on account of section 111 items for 1954 is $600, determined by 
reducing the $6,300 aggregate of the section 111 items by $5,700, i. e., 
the sum of ( 1 ) the difference between the amount of the taxable in- 
come for 1954 computed without regard to the section 111 items 
($4,400) and the amount of the taxable income for 1954 (not less than 
zero) computed by taking such items into account, and (2) the 
amount of the net operating loss ($1,300) which caused the reduc- 
tion in tax for 1952 by reason of the carryback provisions. If in 
1956 the taxpayer recovers $400 of the bad debts, all of the recovery 
is excluded from the income by reason of the recovery exclusion 
of $600 determined for the original year 1954. If in 1957 the tax- 
payer recovers an additional $300 of the bad debts, only $200 is ex- 
cluded from gross income. That is, the recovery exclusion of $600 
determined for the original year 1954 is reduced by the $400 re- 
covered in 1956, leaving a balance of $200 which is used in 1957. The 
balance of the amount recovered in 1957, $100 ($300 less $200) , is in- 
cluded in gross income for 1957. 

(c) Provisions as to taxes imposed by section 531 ( relating to the 
accumulated earnings tax) and section 51^1 ( relating to the tax on 
personal holding companies ) . — A recovery exclusion allowed for pur- 
poses of subtitle A (other than section 531 or section 541) of the In- 
ternal Eevenue Code of 1954 shall also be allowed for the purpose 
of determining the accumulated earnings tax under section 531 or the 
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personal holding company tax under section Ml regardless, of whether 
or not the section 111 items on which such recovery exclusion is based 
resulted in a reduction of the tax under section 531 or section, 541 of 
the Internal Revenue Code of 1954 (or corresponding provisions of 
prior income tax laws) for the prior taxable year. Furthermore, if 
there is recovery of a section 111 item which was not allowable as a 
deduction or credit for the prior taxable year for purposes of subtitle 
A. (not including section 531 or section 541) of the Internal Revenue 
Code of 1954 or corresponding provisions of prior income tax laws 
( other than subchapter E of chapter 2 of the Internal Revenue Code 
of 1939, relating to World War II excess profits tax) , but was allowable 
for such prior taxable year in determining the tax under section 531 
or section 541 (or corresponding provisions of prior income tax laws) 
then for the purpose of determining the tax under section 531 or section 
541 a recovery exclusion shall be allowable with respect to such recovery 
if the section 111 item did not result in a reduction of the tax under 
section 531 or section 541 (or corresponding provisions of prior in- 
come tax laws) . 

§ 1.112 Statutory Provisions ; Certain Combat Pay of Members 
of the Armed Forces. 


SEC. 112. CERTAIN COMBAT PAY OF MEMBERS OF THE ARMED 
FORCES. 

(a) Enlisted Personnel. — Gross income does not include compensation 
received for active service as a member below the grade of commissioned 
officer in the Armed Forces of the United States for any month during any 
part of which such member — 

(1) served in a combat zone during an induction period, or 

(2) was hospitalized as a result of wounds, disease, pr injury incurred 
while serving in a combat zone during an induction period ; but this para- 
graph shall not apply for any month during any part of which there are 
no combatant activities in any combat zone as determined under sub- 
section (c) (3) of this section. 

(b) Commissioned Officers. — Gross income does not include so much of 
the compensation as does not exceed $200 received for active service as a 
commissioned officer in the Armed Forces of the United States for any month 
during any part of which such officer — 

(1) served in a combat zone during an induction period, or 

(2) was hospitalized as a result of wounds, disease, or injury in- 
curred while serving in a combat zone during an induction period ; but 
this paragraph shall not apply for any month during any part of which 
there are no combatant activities in any combat zone as determined 
under subsection (e) (3) of this section. 

(e) Definitions. — For purposes of this section — 

(1) The term “commissioned officer” does not include a commissioned 
warrant officer. 

(2) The term “combat zone” means any area which the President 
of the United States by Executive Order designates, for purposes of this 
section or corresponding provisions of prior income tax laws, as an area 
in which Armed Forces of the United States are or have (after June 
24, 1950) engaged in combat. 

(3) Service is performed in a combat zone only if performed on or 
after the date designated by the President by Executive Order as the 
date of the commencing of combatant activities in such zone, and on 
or before the date designated by the President by Executive Order as the 
date of the termination of combatant activities in such zone; except 
that June 25, 1950, shall be considered the date of the commencing of 
combatant activities in the combat zone designated in Executive Order 
10195. 


§ 1.112 



107 


(4) The term “compensation” does not include pensions and retire- 
ment pay;. 

(5) The term “induction period” means any period during which, 
under laws heretofore or hereafter enacted relating to the induction 
of individuals for training and service in the Armed Forces of the United 
States, individuals (other than individuals liable for induction by reason 
of a prior deferment) are liable for induction for such training and 
service. 

§ 1.112-1 Compensation of Members of the Armed Forces of 
the United States for Service in a Combat Zone During an In- 
duction Period, or for Service While Hospitalized as a Result of 
Such Combat-Zone Service. — (a) In addition to the exemptions and 
credits otherwise applicable, section 112 provides that there shall be 
excluded from gross income : 

(1) Compensation received for active service as a member below 
the grade of commissioned officer in the Armed Forces of the United 
States for any month during any part of which such member (i) 
served in a combat zone during an induction period, or (ii) was hos- 
pitalized at any place as a result of wounds, disease, or injury incurred 
while so serving provided that during all of such month there are com- 
batant activities m some combat zone. 

(2) In the caseof compensation received for active service as a com- 
missioned officer in the Armed Forces of the United States for any 
month during any part of which such officer (i) served in a combat 
zone during an induction period, or (ii) was hospitalized at any place 
as a result of wounds, disease, or injury incurred while so serving 
provided that during all of such month there are combatant activities 
in some combat zone, so much of such compensation as does not exceed 
$ 200 . 

(b) The exclusions under section 112 and this section are applicable 
only if active service is performed in a combat zone during an induc- 
tion period. Compensation is subject to exclusion whether or not it is 
received outside a combat zone or while the recipient is hospitalized 
or in a year different from that in which the service was rendered for 
which the compensation is paid. Service is performed in a combat 
zone only if it is performed in an area which the President of the 
United States has designated by Executive order, for the purpose of 
section 112, as an area in which Armed Forces of the United States are 
or have engaged in combat, and only if it is performed on or after the 
date designated by the President by Executive order as the date of the 
commencing of combatant activities in such zone and on or before the 
date designated by the President by Executive order as the date of the 
termination of combatant activities in such zone. Section 112(c) (3) 
provides that June 25 ; 1950, shall be considered the date of commencing 
of combatant activities in the combat zone designated in Executive 
Order 10195. In Executive Order 10585 the President designated 
January 31, 1955, as of midnight thereof, as the date of termination 
of combatant activities in the combat zone designated in Executive 
Order 10195. If a member of the Armed Forces serves in a combat 
zone for any part of a month during an induction period, he is entitled 
to the exclusion for such month to the same extent as if he has served 
in such zone, for the entire month. If a member of the Armed Forces 
is hospitalized for a part of a month as a result of wounds, disease, or 
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Injury incurred while serving in such zone during an induction period, 
lie Is entitled to the exclusion for the entire month provided there are 
some combatant activities in any combat zone during all of such month. 

(c) If an Individual is hospitalized for wound, disease, or injury 
while serving in a combat zone, the wound, disease, or injury will, 
unless the contrary clearly appears, be presumed to have been incurred 
while serving in a combat zone. In certain cases, however, a wound, 
disease, or Injury may have been incurred while serving in a combat 
zone even though the individual was not hospitalized for it while so 
serving. And, in exceptional cases, a wound, disease, or injury will 
not have been incurred while serving in a combat zone even though the 
individual was hospitalized for it while so serving. 

(d) These principles may be illustrated by the following examples 
(in each case service is performed in a combat zone during an induc- 
tion period) : 

Example (1 ) . An individual is hospitalized in a combat zone for 
a specific disease after having served in such zone for three weeks. 
The incubation period of such disease is from two to four weeks. 
Such disease was incurred while serving in the combat zone. 

Example (2). The facts are the same as in example (1) except 
that the incubation period is one year. Such disease was not incurred 
while serving in the combat zone. 

Example (3). A member of the Air Force, stationed outside the 
combat zone, is shot while participating In an aerial flight over the 
combat zone, but is not hospitalized until he returns to his home 
base. Such Injury was incurred while serving in a combat zone. 

Example (^) . An individual is hospitalized for a specific disease 
three weeks after having departed from a combat zone. The incuba- 
tion period of such disease is from two to four weeks. Such disease 
was incurred while serving in a combat zone. 


(e) An individual is hospitalized only until such time as his status 
as a hospital patient ceases by reason of his discharge from the hospital. 

. ( f ) The term “induction period” means any period in which indi- 
viduals are generally subject to induction into the Armed Forces of 
the United States under the Universal Military Training and Service 
Act {50 App. U. S. C. 451) or under similar acts hereafter enacted. 
I he term does not apply to any period in which individuals are not 
generally subject to induction but are subject to induction by reason 
of a prior deferment. 


• ^ j ^ erm “commissioned officer” does not include a commis- 
sioned warrant officer, and, accordingly, a commissioned warrant offi- 
cer is entitled to the exclusion allowed to enlisted personnel under 
seerion 112(a). The term “compensation,” for the purpose of this 
action, does not include pensions and retirement pay. As to who 
of the Armed Forces of the United States, see section 

ap P licaWe wit hout regard to the marital 
gatus^therecipmnt of the compensation, and if a husband and wife 

the Sta ^ ute ’ tlien ea °h is entitled to the 
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property State, any exclusion from gross income under section 112 
operates before apportionment of the gross income of the spouses in 
accordance with community property law. For example, a man and 
his wife are domiciled in a community property State and he is en- 
titled, as a commissioned officer, to the benefit of the exclusion of $200 
for each month under section 112 (b) . He receives $1,000 as compensa- 
tion for active service for three months in a combat zone. Of such 
amount, $600 is excluded from gross income under section 112(b) and 
only $400 is taken into account in determining the gross income of 
both husband and wife. 

(i) A member of the Armed Forces is in active service if he is actu- 
ally serving in the Armed Forces of the United States. Periods dur- 
ing which a member of the Armed Forces is absent from duty on 
account of sickness, wounds, leave, internment by the enemy, or other 
lawful cause are periods of active service. A member of the Armed 
Forces in active service in a combat zone who there becomes a prisoner 
of war or missing in action is deemed, for the purpose of section 112 
and this section, to continue in active service in the combat zone for the 
period for which he is entitled to such status for military pay pur- 
poses. These exclusions apply to compensation received by a member 
of the Armed Forces for services rendered while in active service even 
though payment is received subsequent to discharge or release from 
active service. Compensation credited to a decedent’s account for a 

E eriod subsequent to the established date of his death and received 
y his estate will be excluded under section 112 from the gross income 
of the estate to the same extent that it would have been excluded 
from the gross income of the decedent if he had lived and received 
such compensation. 

§1.113 Statutory Provisions; Mustering-Out Payments for 
Members of the Armed Forces. 

SEC. 113. MU STERIN G-OUT PAYMENTS FOR MEMBERS OF THE 
ARMED FORCES. 

Gross income does not include amounts received during the taxable year 
as mustering-out payments with respect to service in the Armed Forces of 
the United States. 

§ 1.113-1 Mustering-Out Payments for Members of the Armed 
Forces. — For the purposes of the exclusion from gross income under 
section 113 of mustering-out payments with respect to service in the 
Armed Forces, mustering-out payments are payments made to any 
recipients pursuant to the provisions of the Mustering-Out Payment 
Act of 1944 and Subchapter IV of the Veterans Readjustment Assist- 
ance Act of 1952. (See 38 U. S. C. 691e and 1011-1016.) 

§ 1.114 Statutory Provisions; Sports Programs Conducted For 
the American National Red Cross. 

SEC. 114. SPORTS PROGRAMS CONDUCTED FOR THE AMERICAN 
NATIONAL RED CROSS. 

(a) General Rule. — In the case of a taxpayer which is a corporation pri- 
marily engaged in the furnishing of sports programs, gross income does not 
include amounts received as proceeds from a sports program conducted by tne 

taxpayer if — A .. ^ 

(1) the taxpayer agrees in writing with the American National lied 
Cross to conduct such sports program exclusively for the benefit or tne 
; American National Red Cross ; 
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, 9) the taxpayer turns over to the American National Red Cross the 
proceeds from such sports program, minus the expenses paid or incurred 

by the would no t have been so paid or incurred but for such 

snorts nrosrsni, snd. 

(B) which would be allowable as a deduction under section 162 
(relating to trade or business expenses) but for subsection (b) of 

this section ; and • , - , _ , 

the facilities used for such program are not regularly used dur- 
ing the taxable year for the conduct of sports programs to which this 

subsection applies. .. , . , 

For purposes of this subsection, tbe term “proceeds from sueb sports pro- 
gram” includes all amounts paid for admission to tbe sports program, plus 
all proceeds received by the taxpayer from such program or activities carried 

on in connection therewith. . , .. ' , 

ib) Treatment op Expenses.— Expenses described m subsection (a) (2) 
shall be allowed as a deduction under section 162 only to the extent that such 
expenses exceed the amount excluded from gross income by subsection (a) of 
this section. 


§ 1.114-1 Proc eed s From Certain Sports Programs Conducted 
for the Benefit of the American National Red Cross. — (a) In 
general. — Under section 114, a corporation primarily engaged in the 
furnishing of sports programs may exclude from its gross income 
amounts received as proceeds from a sports program conducted by 
such corporation if each of the following requirements is met : 


(1) The corporation agrees in writing with the American Na- 
tional Red Cross to conduct such sports program exclusively for 
the benefit of the American National Red Cross ; _ 

(2) The corporation turns over to the American National Red 
Cross all the proceeds from such sports program, _ less only the 
expense paid or incurred by such corporation which would not 
have been paid or incurred but for such sports program and which 
would he allowable as deductions as ordinary and necessary busi- 
ness expenses under section 162(a) except for the provisions of sec- 
tion 114(h) ; and 

(3) The facilities of the corporation used in conducting such 
sports program are not regularly used during the taxable year 
for the conduct of sports programs to which section 114(a) applies. 


(b) Certain corporations ineligible .— Section 114 does not apply 
m the case of a corporation organized or operated primarily to con- 
duct or furnish, or to participate in the conduct or furnishing of, one 
or uiore sports programs for the American National Red Cross. 

(c) Proceeds from a sports program.— The, proceeds from a sports 
program conducted for the benefit of the American National Red 
Cross include all amounts received by the conducting corporation, 
irrespective of when received, on account of such sports program, 
which amounts would be includible in the gross income of such con- 
ducting corporation, except for the provisions of section 114. Where 
th© activities carried on in connection with the sports program include 
the sale or rental of radio, television, or movie rights, refreshments, 
souvenirs, parking facilities, programs, advertising, or other goods 
and services, whether sold or rented directly or through concession- 
aires, the amounts received by the conducting corporation from such 
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sports program include all amounts received from such activities, but 
only where such amounts would not have been received by the con- 
ducting corporation but for the presentation of the particular sports 
program. Where the conducting corporation receives payments for 
concessions on an annual or seasonal basis, and such payments are not 
increased because of the particular sports program, such payments 
are not considered as proceeds from such sports program, and any 
expenses paid or incurred by the conducting corporation on account 
of such concession operations may not be taken into account under 
section 114(a) (2) in determining the net amount of the proceeds from 
such sports program which the conducting corporation is required to 
turn over to the American National Red Cross; nor are the proceeds 
of a sports program considered to include amounts received by- the 
conducting corporation which do not constitute gross income of such 
corporation, such as admissions taxes or the breakage on a pari-mutuel 
wagering pool which is required to be paid over to the State. 

(d) Sports programs . — (1) Section 114 applies where the program 
furnished by the conducting corporation consists of sports events 
such as baseball, football, basketball, or racing but it does not apply 
to programs or events such as motion pictures, circuses, or dances 
which are not ordinarily considered to be competitive sporting events. 

(2) A sports program includes all of the events normally making 
up a full program in the particular sport. A single race of a racing 
program consisting of more than one race would not constitute a 
sports program, nor would one baseball or basketball game of a 
doubleheader program constitute a sports program. 

(e) Treatment of expenses . — Expenses described in section 114(a)- 
(2) shall be allowable as deductions under section 162 only to the 
extent that such expenses exceed the amount excluded from gross 
income under section 114(a) . 

§ 1.115 Statutory Provisions ; Income of States, Mtjnicifali- 

TIES, ETC. 

SEC. 115. INCOME OF STATES, MUNICIPALITIES, ETC. 

( a ) General Rule.— Gross income does not include — 

(1) income derived from any public utility or the exercise of any 
essential governmental function and accruing to a State or Territory, 
or any political subdivision thereof, or the District of Columbia ; or 

(2) income accruing to the government of any possession of the 
United States, or any political subdivision thereof. 

(b) Contracts Made Before September 8, 1916, Relating to Public 
Utilities. — Where a State or Territory, or any political subdivision thereof, 
or the District of Columbia, before September 8, 1916, entered in good faith 
into a contract with any person, the object and purpose of which was to 
acquire, construct, operate, or maintain a public utility — 

(1) If— 

(A) by the terms of such contract the tax imposed by this sub- 
title is to be paid out of the proceeds from the operation of such 
public utility before any division of such proceeds between the per- 
son and the State, Territory, political subdivision, or the District of 
Columbia, and 

(B) a part of such proceeds for the taxable year would (but for 
the imposition of the tax imposed by this subtitle) accrue directly 
to or for the use of such State, Territory, political subdivision, or 
the District of Columbia, 
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(2) the taxpayer turns over to the American National Red Cross the 
proceeds from such sports program, minus the expenses paid or incurred 

by the taxpayer — . , . 

(A) which would not have been so paid or incurred but for such 

sports program, and , _ , ... 

(B) which would be allowable as a deduction under section 162 
(relating to trade or business expenses) but for subsection (b) of 
this section ; and 

(3) the facilities used for such program are not regularly used dur- 
ing the taxable year for the conduct of sports programs to which this 
subsection applies. 

For purposes of this subsection, the term “proceeds from such sports pro- 
gram” includes all amounts paid for admission to the sports program, plus 
all proceeds received by the taxpayer from such program or activities carried 
on in connection therewith. 

ih) Treatment of Expenses.— Expenses described in subsection (a)(2) 
shall be allowed as a deduction under section 162 only to the extent that such 
expenses exceed the amount excluded from gross income by subsection ( a ) of 

this section. 

§ 1.114-1 Proceeds From Certain Sports Programs Conducted 
por the Benefit of the American National Red Cross. — (a) In 
general . — Under section 114, a corporation primarily engaged in the 
furnishing of sports programs may exclude from its gross income 
amounts received as proceeds from a sports program conducted by 
such corporation if each of the following requirements is met : 


(1) The corporation agrees in writing with the American Na- 
tional Red Cross to conduct such sports program exclusively for 
the benefit of the American National Red Cross ; 

(2) The corporation turns over to the American National Red 
Cross all the proceeds from such sports program, less only the 
expense paid or incurred by such corporation which would not 
have been paid or incurred but for such sports program and which 
would be allowable as deductions as ordinary and necessary busi- 
ness expenses under section 162(a) except for the provisions of sec- 
tion 114(b) ; and 

(3) The facilities of the corporation used in conducting such 
sports program are not regularly used during the taxable year 
for the conduct of sports programs to which section 114(a) applies. 


(b) Certain corf orations ineligible .— Section 114 does not apply 
in the case of a corporation organized or operated primarily to con- 
duct or furnish, or to participate in the conduct or furnishing of, one 
or more sports programs for the American National Red Cross. 

(c) Proceeds from a sports program . — The proceeds from a sports 
program conducted for the benefit of the American National Red 
Li oss mclude all amounts received by the conducting corporation, 
irrespective of when received, on account of such sports program, 
which amounts would be includible in the gross income of such con- 
ducting corporation, except for the provisions of section 114. Where 

fr 16S Ci * I T le ^ on J? connection with the sports program include 
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sports program include all amounts received from such activities but 
only where such amounts would not have been received by the con- 
ducting corporation but for the presentation of the particular sports 
program. Wnere the conducting corporation receives payments for 
concessions on an annual or seasonal basis, and such payments are not 
increased because of the particular sports program, such payments 
are not considered as proceeds from such sports program, and any 
expenses paid or incurred by the conducting corporation on account 
of such concession operations may not be taken into account under 
section 114(a) (2) m determining the net amount of the proceeds from 
such sports program which the. conducting corporation is required to 
turn over to the American National Red Cross; nor are the proceeds 
of a sports program considered to include amounts received by- the 
conducting corporation which do not constitute gross income of such 
corporation, such as admissions taxes or the breakage on a pari-mutuel 
wagering pool which is required to be paid over to the State. 

(cl) Sports programs. (1) Section 114 applies where the program 
furnished by the conducting corporation consists of sports events 
such as baseball, football, basketball, or racing but it does not apply 
to programs or events such as motion pictures, circuses, or dances 
which are not ordinarily considered to be competitive sporting events. 

(2) A sports program includes all of the events normally making 
up a full program in the particular sport. A single race of a racing 
program consisting of more than one race would not constitute a 
sports program, nor would one baseball or basketball game of a 
doubleheader program constitute a sports program. 

(e) Treatment of expenses. — Expenses described in section 114(a)- 
(2) shall be allowable as deductions under section 162 only to the 
extent that such expenses exceed the amount excluded from gross 
income under section 114 ( a) . 

§ 1.115 Statutory Provisions ; Income of States, Municipali- 
ties, etc. 

SEC. 115. INCOME OF STATES, MUNICIPALITIES, ETC. 

( a ) General Rule. — Gross Income does not include — 

(1) income derived from any public utility or tie exercise of any 
essential governmental function and accruing to a State or Territory, 
or any political subdivision thereof, or the District of Columbia ; or 

(2) income accruing to the government of any possession of the 
United States, or any political subdivision thereof. 

(b) Contracts Made Before September 8, 1916, Relating to Public 
Utilities. — Where a State or Territory, or any political subdivision thereof, 
or the District of Columbia, before September 8, 1916, entered in good faith 
into a contract with any person, the object and purpose of which was to 
acquire, construct, operate, or maintain a public utility — 

(1) If— 

(A) by the terms of such contract the tax imposed by this sub- 
title is to be paid out of the proceeds from the operation of such 
public utility before any division of such proceeds between the per- 
son and the State, Territory, political subdivision, or the District of 
Columbia, and 

(B) a part of such proceeds for the taxable year would (but for 
the imposition of the tax imposed by this subtitle) accrue directly 
to or for the use of such State, Territory, political subdivision, or 
the District of Columbia, 
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thon a tax on the taxable income from the operation of such public 
he levied assessed, collected, and paid in the manner and at 
ihi HtS m-escribed in this subtitle, but there shall be refunded to such 
State Territory, political subdivision, or the District of Columbia 
funder regulations prescribed by the Secretary or his delegate) an 
amount which bears the same relation to the amount of the tax as the 
X™ which (but for the imposition of the tax imposed by this sub- 
tme) W^uld have accrued directly to or for the use of such State, 
Territory political subdivision, or the District of Columbia, bears to 
the amount of the taxable income from the operation of such public 

ntl m If b S v the* terms 6 of such contract no part of the proceeds from the 
operation of the public utility for the taxable year would, irrespective 
of the tax imposed by this subtitle, accrue directly to or for the use of 
such State Territory, political subdivision, or the District of Columbia, 

- then the tax on the taxable income of such person from the operation 
of such public utility shall be levied, assessed, collected, and paid in 

the manner and at the rates prescribed in this subtitle. 

(cl Contbacts Made Before May 29, 1928, Relating to Bridge Acqttisi- 
tions —Where a State or political subdivision thereof, pursuant to a con- 
tract entered into before May 29, 1928, to which it is not a party, is to 
acquire a bridge — 

^ (a 7 bv the terms of such contract, the tax imposed by this subtitle 
is to be paid out of the proceeds from the operation of such bridge 
before any division of such proceeds, and 

fB) a part of such proceeds for the taxable year would (but for 
the imposition of the tax imposed by this subtitle) accrue directly 
to or for the use of or would be applied for the benefit of such State 
or political subdivision. 

then a tax on the taxable income from the operation of such bridge shall 
be levied, assessed, collected, and paid in the manner and at the rates 
prescribed in this subtitle, but there shall be refunded to such State or 
political subdivision (under regulations to be prescribed by the Secre- 
tary or his delegate) an amount which bears the same relation to the 
amount of the tax as the amount which (but for the imposition of the 
tax imposed by this subtitle) would have accrued directly to or for the 
use of or would be applied for the benefit of such State or political sub- 
division bears to the amount of the taxable income from the operation 
of such bridge for such taxable year. No such refund shall be made 
unless the entire amount of the refund is to be applied in part payment 
for the acquisition of such bridge. 

(2) If by the terms of such contract no part of the proceeds from the 
operation of the bridge for the taxable year would, irrespective of the 
tax imposed by this subtitle, accrue directly to or for the use of or be 
applied for the benefit of such State or political subdivision, then the tax 
on the taxable income from the operation of such bridge shall be levied, 
assessed, collected, and paid in the manner and at the rates prescribed 
in this subtitle. 


§ 1.115—1 Bridges To Be Acquired by State or Political Sub- 
divisions.— (a) Any State or political subdivision thereof claiming a 
refund under the provisions of section 115(c) of an amount equal to 
all or a portion of any income tax levied, assessed, collected, and paid 
shall file a claim therefor on Form 843 (to which there shall be at- 
tached as exhibits the matter hereinafter prescribed) with the district 
director of internal revenue for the internal revenue district in which 
the tax was paid, which claim shall be executed on behalf of such State 
or political subdivision thereof by the treasurer or other fiscal officer 
thereof and shall contain : 

(1) A statement of the name of the taxpayer, of the amount of tax 
levied, assessed, collected, and paid for the taxable year or period in 
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respect of which the claim is made, and the amount of refund thereby 
sought ; 

(2) A full statement of the facts considered by the claimant suffi- 
cient to entitle it to receive the refund, including copies of all contracts 
and other documents bearing on the case, and a statement that the 
claim is submitted under the provisions of section 115(c) ; 

(3) A showing which w T ill establish to the satisfaction of the district 
director that the fiscal officer presenting the claim has authority to 
receive the amount of the refund on behalf of the State or political 
subdivision which he assumes to represent and to apply without de- 
lay the entire amount of such refund in part payment for the acqui- 
sition of such bridge, including copies of the laws, ordinances, or 
similar enactments considered by the claimant sufficient to establish 
its authority to receive the refund and so to apply it, together with a 
statement that such fiscal officer will receive and immediately so 
apply the entire amount of the refund ; and 

(4) A statement, verified by a written declaration that it is made 
under the penalties of perjury, made by or on behalf of the tax- 
payer that the taxpayer thereby joins with and concurs in the request 
of the State or political subdivision thereof that a refund of an amount 
equal to all or a portion of the tax previously paid by such taxpayer 
be made to such State or political subdivision, that the taxpayer 
agrees to receive the amount refunded from the State or political 
subdivision to which it is paid and immediately to apply the entire 
amount of such refund in part payment for the acquisition of such 
bridge, and that if for any reason the contract which is the basis of 
the claim for refund is not fully executed and performed, the tax- 
payer will repay to the United States upon its demand the entire 
amount of the refund with interest at 6 percent per annum from the 
date the refund is made without seeking or claiming the benefit of 
any statute of limitations which prior thereto may have run against 
the United States. 

(b) No refund shall be made of any amount in excess of the amount 
of the tax levied, assessed, collected, and paid by the taxpayer for 
any taxable year or period. A separate claim shall be made in re- 
spect of each separate taxable year or period. If by the terms of the 
contract on which the claim is based two or more States or political 
subdivisions of a State or States are entitled to acquire the bridge, 
the claim for refund in respect of each separate taxable year or 
period must be made jointly by the States or political subdivisions 
thereof so entitled. The amount refunded under section 115(c) and 
this section is not considered an overpayment, within the meaning 
of section 6611, relating to interest on overpayments, and no interest 
.shall be allowed or paid upon the amount of the refund. 

(c) A check or voucher in payment of a claim for refund allowed 
under section 115(c) will be drawn in the name of the fiscal officer 
or officers having authority, as established under paragraph (a) (3) 
of this section, to receive the same, and will contain an express provi- 
sion that it is issued for the sole purpose and subject to the conditions 
prescribed in section 115(c) and this section. 
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§ 1.117 Statutory Provisions ; Scholarships and Fellowship 

Grants. 


SEC. 117. SCHOLARSHIPS AND FELLOWSHIP GRANTS. 

(a) General Rule. — I n the case of an individual, gross income does not 

include — . 

m any amount received— ~ 

(A) as a scholarship at an educational institution (as defined 

in section 151 (e) (4) ) , or 

(B) as a fellowship grant, . 

including the value of contributed services and accommodations , and 

(2) any amount received to cover expenses for— 

(A) travel, 

(B) research, 

(C) clerical help, or 

(D) equipment, „ _ . , . J 

which are incident to such a scholarship or to a fellowship grant, but 
only to the extent that the amount is so expended by the recipient. 

(b) Limitations. — _ 

(1) Individuals who are candidates for degrees. — In the case of an 
individual who is a candidate for a degree at an educational institution 
(as defined in section 151(e) (4) ), subsection (a) shall not apply to that 
portion of any amount received which represents payment for teaching, 
research, or other services in the nature of part-time employment re- 
quired as a condition to receiving the scholarship or the fellowship 
grant. If teaching, research, or other services are required of all candi- 
dates (whether or not recipients of scholarships or fellowship grants) 
for a particular degree as a condition to receiving such degree, such 
teaching, research, or other services shall not be regarded as part-time 
employment within the meaning of this paragraph. 

(2) Individuals who are not candidates for degrees. — In the case 
of an individual who is not a candidate for a degree at an educational 
institution (as defined in section 151(e) (4) ), subsection (a) shall apply 
only if the condition in subparagraph (A) is satisfied and then only 
within the limitations provided in subparagraph (B). 

(A) Conditions for exclusion. — The grantor of the scholarship 
or fellowship grant is an organization described in section 501(c) 
(3) which is exempt from tax under section 501(a), the United 
States, or an instrumentality or agency thereof, or a State, a Terri- 
tory, or a possession of the United States, or any political subdivi- 
sion thereof, or the District of Columbia. 

(B) Extent of exclusion. — Tbe amount of the scholarship or fel- 
lowship grant excluded under subsection (a) (1) in any taxable year 
shall he limited to an amount equal to $800 times the number of 
months for which the recipient received amounts under the scholar- 
ship or fellowship grant during such taxable year, except that no 
exclusion shall be allowed under subsection ( a ) after the recipient 
has been entitled to exclude under this section for a period of 36 
months (whether or not consecutive) amounts received as a scholar- 
ship or fellowship grant while not a candidate for a degree at an 
educational institution (as defined in section 151(e) (4) ). 


§ 1 . 117-1 Exclusion of Amounts Received as a Scholarship or 
Fellowship Grant. — (a) In general. — Any amount received by an 
individual as a scholarship at an educational institution or as a fellow- 
ship grant, including the value of contributed services and accommo- 
dations, shall be excluded from the gross income of the recipient, 
subject to the limitations set forth in section 117 (b) and § 1.117-2. The 
exclusion from gross income of an amount which is a scholarship or 
'fellowship grant is controlled solely by section 117. Accordingly, to 
the extent that a scholarship or a fellowship grant exceeds the limi- 
tations of section 117(b) and § 1.117-2, it is includible in the gross 
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income of the recipient notwithstanding the provisions of section 102 
relating to exclusion from gross income of gifts, or section 74(b) 
relating to exclusion from gross income of certain prizes and awards. 
For definitions see § 1.117-3. 

(b) Exclusion of amounts received to cover expenses. — (1) Sub- 
ject to the limitations provided in subparagraph (2), any amount 
received by an individual which is specifically designated to cover ex- 
penses for travel (including meals and lodging while traveling and 
an allowance for travel of the individual’s family) , research, clerical 
help, or equipment, is excludable from gross income provided that 
such expenses are incident to a scholarship or fellowship grant which 
is excludable from gross income under section 117(a) (1). If, how- 
ever, only a portion of a scholarship or fellowship grant is excludable 
from gross income under section 117(a) (1) because of the part-time 
employment limitation contained in section 117(b)(1) or because 
of the expiration of the 36 month period described in section 117(b) 
(2) (B), only the amount received to cover expenses incident to such 
excludable portion is excludable from gross income. The requirement 
that these expenses be incident to the scholarship or the fellowship 
grant means that the expenses of travel, research, clerical help, or 
equipment, must be incurred by the individual in order to effectuate 
the purpose for which the scholarship or the fellowship grant was 
awarded. 

(2) The exclusion provided under subparagraph (1) of this para- 
graph is applicable only to the extent that the amount received for 
travel, research, clerical help, or equipment, is actually expended for 
such expenses by the recipient during the term of the scholarship or 
fellowship grant and within a reasonable time before and after such 


term. # 

(3) The portion of any amount received to cover the expenses de- 
scribed in subparagraph (1) of this paragraph, which is not actually 
expended for such expenses within the exclusion period described m 
subparagraph (2) of this paragraph shall, if not returned to the 
o-rantor within this period, be included in the gross income of the 
recipient for the taxable year in which such exclusion period expires. 

« l n7_2 Limitations. — (a) Individuals who are candidates jot 
degrees— ( 1) In general— Under the limitations provided by section 
117(b) (1) in the case of an individual who is a candidate for a degree 
at an educational institution, the exclusion from gross income shall 
not apply (except as otherwise provided m subparagraph (2) of this 
paragraph) to that portion of any amount received as payment for 
teaching, research, or other services in the nature of part-time employ- 
ment required as a condition to receiving the scholarship or fellowship 
grant. Payments for such part-time employment shall be included 
in the gross income of the recipient in an amount determined by 
reference to the rate of compensation ordinarily paid for similar 
services performed by an individual who is not the recipient of a 
scholarship or a fellowship grant. A typical example of employment 
under this subparagraph is the case of an individual who is required, 
as a condition to receiving the scholarship or the fellowship grant to 
perform part-time teaching services. A requirement that the ^indi- 
vidual shall furnish periodic reports to the grantor of the scholarship 
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or the fellowship grant for the purpose of keeping the grantor in- 
formed as to the general progress of the individual shall not be 
deemed to constitute the performance of services in the nature of 
part-tune employment. 

(2) Exception — If teaching, research, or other services are re* 
quired of all candidates (whether or not recipients of scholarships or 
fellowship grants) for a particular degree as a condition to receiving 
the desree. 'such teaching, research, or other services on the part of 
the recipient of a scholarship or fellowship grant who is a candidate 
for such degree shall not be regarded as part-time employment within 
the meaning of this paragraph. Thus, if all candidates for a particu- 
lar education degree are required, as part of their regular course of 
study or curriculum, to perform part-time practice teaching services, 
such services are not to be regarded as part-time employment within 
the meaning of this paragraph. 

(b) Individuals who are not candidates for degrees \ — (1) Condi- 
tions for exclusion . — In the case of an individual who is not a candi- 
date for a degree at an educational institution, the exclusion from gross 
income of an amount received as a scholarship or a fellowship grant 
shall apply (to the extent provided in subparagraph (2) of this para- 
graph) only if the grantor of the scholarship or the fellowship grant 
is an organization described in section 501(c)(8) which is exempt 
from tax under section 501(a), the United States, or an instrumentality 
or agency thereof, or a State, a Territory, or a possession of the 
United States, or any political subdivision thereof, or the District of 
Columbia. 


(2) Extent of exclusion. — (i) In the case of an individual who is 
not a candidate for a degree, the amount received as a scholarship or 
a fellowship grant which is excludable from gross income under sec- 
tion 117(a)(1) shall not exceed an amount equal to $300 times the 
number of months for which the recipient received amounts under the 
scholarship or fellowship grant during the taxable year. In determin- 
ing the number of months during the period for which the recipient 
received amounts under a scholarship or fellowship grant, computa- 
tion shall be made on the basis of whole calendar months. A whole 
calendar month means a period of time terminating with the day of 
the succeeding month numerically corresponding to the day of the 
month of its beginning,, less one, except, that if there be no correspond- 
ing day of the succeeding month the period terminates w T ith the last 
day of the succeeding month. For purposes of this computation a 
fractional part of a calendar month consisting of a period of time 
including 15 days or more shall be considered to be a whole calendar 
month and a fractional part of a calendar month consisting of a period 
of time including 14 days or less shall be disregarded. For example, if 
an individual rereives a fellowship grant on September 13 which is to 
expire on June 12 of the following year, the grant shall be considered 
to have extended for a period of 9 months. If in the preceding example 
the grant expired on June 27, instead of June 12, the grant shall be 
conmdered to have extended for a period of 10 mon ths . 

1 e: l c ^ on allowed under section 117(a) (1) to an 

^°i 1S not a candidate for a degree after the recipient has, 
as an individual who is not a candidate for a degree, been entitled to 
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an exclusion under that section for a period of 36 months. This limi- 
tation applies if the individual has received any amount which was 
either excluded or excludable from his gross income under section 
117(a) (1) for any prior 36 months, whether or not consecutive. For 
example, if the individual received a fellowship grant of $7,200 for 
3 years (which he elected to receive in 36 monthly installments of 
$200) , his exclusion period would be exhausted even though he did not 
in any of the 36 months make use of the maximum exclusion. Accord- 
ingly, such individual would be entitled to no further exclusion from 
gross income with respect to any additional grants which he may 
receive as an individual who is not a candidate for a degree. 

(iii) If an individual who is not a candidate for a degree receives 
amounts from more than one scholarship or fellowship grant during 
the taxable year, the total amounts received in the taxable year shall 
be aggregated for the purpose of computing the amount which may be 
excludable from gross income for such taxable year. If amounts are 
received from more than one scholarship or fellowship grant during 
the same month or months within the taxable year, such month or 
months shall be counted only once for the purpose of determining the 
number of months for which the individual received such amounts 
under the scholarships or. fellowship grants during the taxable year. 
For example, if an individual receives a fellowship grant from one 
source for the months of January to June of the taxable year and also 
receives a fellowship grant from another source for the months of 
March through December of the same taxable year, he shall be con- 
sidei’ed to have received amounts for 12 months of the taxable year. 
See example (4) in subparagraph (3) of this paragraph for further 
illustration. 

(3) Examples . — The application of this paragraph may be further 
illustrated by the following examples, it being assumed that in each 
example the grantor is a grantor who is described in section 117 (b) (2) 
(A) and subparagraph (1) of this paragraph : 

Example (1) : B, an individual who files his return on the cal- 
endar year basis, is awarded a post-doctorate fellowship grant in 
March 1955. The grant is to commence on September 1, 1955, and 
is to end on May 31, 1956, so that it will extend over a period of 9 
months. The amount of the fellowship grant is $4,500 and B 
receives this amount in monthly installments of $500 on the first 
day of each month commencing September 1, 1955. During the 
taxable year 1955, B receives a total of $2,000 with respect to the 
4-month period September through December, inclusive. He may 
exclude $1,200 from gross income in the taxable year 1955 ($300X 
4) and must include the remaining $800 in gross income for that 
year. For the year 1956, he will exclude $1,500 ($300X5) from 
gross income with respect to the $2,500 which he receives in that 
year and must include in gross income $1,000. 

Example (£). Assume the same taxpayer as in example (1) 
except that B receives the full amount of the grant ($4,500) on 
September 1, 1955. Since the amount received in the taxable year 
1955 is for the full term of the fellowship grant (9 months), B 
may exclude $2*700 ($300X9) from gross income for the taxable 
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year 1955. The remaining $1,800 must be included in gross income 
for that year. 

Example (3). C, an individual who files his return on the 
calendar year basis, is awarded a post-doctorate fellowship grant 
in March 1955. The amount of the grant is $4,500 for a period 
commencing on September 1, 1955, and ending 24 months there- 
after. C receives the full amount of the grant on September 1, 
1955. C may exclude from gross income for the taxable year 1955, 
the full amount of the grant ($4,500) since this amount does not 
exceed an amount equal to $300 times the number of months (24) 
for which he received the amount of the grant during that taxable 


year. 

Example (J). (i) F, an individual who files his return on the 
calendar year basis, is awarded a post-doctorate fellowship grant 
(Grant A) for two years commencing June 1, 1955, in the amount 
of $4,800. He elects to receive his grant in monthly installments 
of $200 commencing June 1, 1955. On March 1, 1956, F is 
awarded another post- doctorate fellowship grant (Grant B) for 
two years commencing September 1, 1956, in the amount of $7,200. 
He elects to receive this grant in monthly installments of $300 com- 
mencing September 1, 1956. 

(ii)^ For the calendar year 1955, F receives $1,400 from Grant 
A which he is entitled to exclude from gross income since it does 
not exceed an amount equal to $300 times the number of months 
(7) for which he received amounts under the grant in the taxable 
year. 


(ni) For the calendar year 1956, F receives $3,600 as the aggre- 

g ite of amounts received under fellowship grants ($2,400 from 
rant A and $1,200 from Grant B). F will be entitled to exclude 
the entire amount of $3,600 from gross income for the calendar 
year 1956 since such amount does not exceed an amount equal 
to $300 times the number of months (12) for which he received 
amounts under the grants in the taxable year. 

(i y ) For the calendar year 1957, F receives $4,600 as the aggre- 

S de of amounts received under fellowship grants ($1,000 from 

Tmn 4 C *S a a 0111 Grant B). F will be entitled to exclude 

($600X12) from gross income for. the calendar year 1957 
and he will have to include $1,000 in gross income. 

( v) For the calendar year 1958, F receives $2,400 from Grant B. 
F is entitled to exclude $1,500 ($300X5) from gross income for 
the calendar year 1958 and he will have to include $900 in gross 
income. While F receives amounts under fellowship Grant B 
for 8 months during the calendar year 1958, he is limited to an 
amount equal to $300 times 5 (months) because of the fact that 
he has already been entitled to exclude (and has in fact excluded) 

as a fel 1 lowslll P ^ ant for a P eriod of 31 months. 
Accordingly, he can only exclude amounts received under the 

fellowship grant for 5 months during the calendar year 1958, 
tecau^ of the 3fe-month limitation period. The fact that he was 
enjdedto exclude only $1,400 ($200 a month for 7 months) in- 
stead or the maximum amount of $2,100 ($300X7) in 1955, is 
immaterial and the limitation period of 36 months is applicable. 
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(vi) The following chart illustrates the computation of the 
number of months for which F received amounts under the fellow- 
ship grants during the respective taxable years and the computa- 
tion of the total amounts received under the fellowship grants 
during each taxable year : 

Number of Amounts 


Period for which received and source months received 

1955 : 

June 1 to December 31 7 

Grant A $1, 400 

Grant B None 


Aggregate 7 $1, 400 

1956 : 

January 1 to August 31 8 

Grant A $1, 600 

Grant B None 

September 1 to December 31 4 

Grant A 800 

Grant B 1,200 


Aggregate 12 $3, 600 

1957 : 

January 1 to May 31 5 

Grant A SI, 000 

Grant B 1, 500 

June 1 to December 31 7 

Grant A None 

Grant B 2,100 


Aggregate 

1958 : 

January 1 to August 31 

Grant A 

Grant B 


12 $4,600 

8 - 

None 
__ $2,400 


Aggregate. 


8 $2, 400 


§ 1.117-3 Definitions — (a) Scholarship .— A scholarship gen- 
erally means an amount paid or allowed to, or for the benefit of, a stu- 
dent, whether an undergraduate or a graduate, to aid such individual 
in pursuing his studies. The term includes the value of contributed 
services and accommodations (see paragraph (d) of this section) and 
the amount of tuition, matriculation, and other fees which are fur- 
nished or remitted to a student to aid him in pursuing his studies. 
The term also includes any amount received in the nature of a family 
allowance as a part of a scholarship. However, the term does not 
include any amount provided by an individual to aid a relative, friend, 
or other individual in pursuing his studies where the grantor is mo- 
tivated by family or philanthropic considerations. If an educational 
institution maintains or participates in a plan whereby the tuition of 
a child of a faculty member of such institution is remitted by any 
other participating educational institution attended by such child, 
the amount of the tuition so remitted shall be considered to be an 
amount received as a scholarship. . . 

(b) Educational institution .— For definition of “educational insti- 
tution” section 117 adopts the definition of that term which is pre- 
scribed in section 151(e)(4). Accordingly, for purposes of section 
117 the term “educational institution” means only an educational m- 
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stitution which normally maintains a regular faculty and curriculum 
and normally has a regularly organized body of students in attendance 
at the place where its educational activities are carried on. See section 
151(e) (4) and regulations thereunder. 

(c) Fellowship grant— A. fellowship grant generally means an 
amount paid or allowed to, or for the benefit of, an individual to aid 
him in the pursuit of study or research. The term includes the value 
of contributed services and accommodations (see paragraph (d) of 
this section) and the amount of tuition, matriculation, and other fees 
which are furnished or remitted to an individual to aid him in the 
pursuit of study or research. The term also includes any amount re- 
ceived in the nature of a family allowance as a part of a fellowship 
grant However, the term does not include any amount provided by 
an individual to aid a relative, friend, or other individual in the pur- 
suit of study or research where the grantor is motivated by family 
or philanthropic considerations. 

(d) Contributed services and accommodations. — The term “con- 
tributed services and accommodations’ 5 means such services and ac- 
commodations as room, board, laundry service, and similar services or 
accommodations which are received by an individual as a part of a 
scholarship or fellowship grant. 

(e) Candidate for a degree . — The term “candidate for a degree” 
means an individual, whether an undergraduate or a graduate, who is 
pursuing studies or conducting research to meet the requirements for 
ap academic or professional degree conferred by colleges or universi- 
ties. It is not essential that such study or research he pursued or con- 
ducted at an educational institution which confers such degrees if the 
purpose thereof is to meet the requirements for a degree of a college 
or university which does conf er such degrees. A student who receives 
a scholarship for study at a secondary school or other educational insti- 
tution is considered to be a “candidate for a degree.” 

1 1.117-4 Items not Considered as Scholarships or Fellowship 
Ctrants.— The following payments or allowances shall not be consid- 
ered to be amounts received as a scholarship or a fellowship grant for 
the purpose of section 117: 

(a) Educational and training allowances to veterans. — Educational 
and training allowances to a veteran pursuant to the Servicemen’s Re- 
or die Veterans’ Readjustment Assistance Act 

ox 1952. 


(b) Allowances to members of the Armed Forces of the United 
states .—Tuition and subsistence allowances to members of the Armed 
f. orces of the United States who are students at an educational institu- 
tion operated by the United States or approved by the United States 
for their education and training, such a s the United States Naval 
Academy and the United States Military Academy. 

, ' c ) paid as compensation for services or primarily for 

the benefit of the grantor. y 1 


wH Except as provided in § 1.117-2 (a), any amount paid or al- 

SL ’ ° r ° n ¥ m i f ° f 7 an indivi *ial to enable him to pursue 
studies or research, if such amount represents either compensation 
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for past, present, or future employment services or represents pay- 
ment for services which are subject to the direction or supervision 
of the grantor. 

(2) Any amount paid or allowed to, or on behalf of, an individual 
to enable him to pursue studies or research primarily for the benefit 
of the grantor. 

However, amounts paid or allowed to, or on behalf of, an individual to 
enable him to pursue studies or research are considered to be amounts 
received as a scholarship or fellowship grant for the purpose of section 
117 if the primary purpose of the studies or research is to further the 
education and training of the recipient in his individual capacity and 
the amount provided by the grantor for such purpose does not repre- 
sent compensation or payment for the services described in subpara- 
graph (1) of this paragraph. Neither the fact that the recipient is 
required to furnish reports of his progress to the grantor, nor the fact 
that the results of his studies or research may be of some incidental 
benefit to the grantor shall, of itself, be considered to destroy the es- 
sential character of such amount as a scholarship or fellowship grant. 

§ 1.118 Statutory Provisions; Contributions to the Capital of 
a Corporation. 

SEC. 118. CONTRIBUTIONS TO THE CAPITAL OF A CORPORATION. 

(a) General Rule. — In the ease of a corporation, gross income does not in- 
clude any contribution to the capital of the taxpayer. 

(b) Cross Reference.— For basis of property acquired by a corporation 
through a contribution to its capital, see section 362. 

§ 1.118-1 Contributions to the Capital of a Corporation. — In 
the case of a corporation, section 118 provides an exclusion from gross 
income with respect to any contribution of money or property to the 
capital of the taxpayer. Thus, if a corporation requires additional 
funds for conducting its business and obtains such funds through 
voluntary pro rata payments by its shareholders, the amounts so re- 
ceived being credited to its surplus account or to a special account, 
such amounts do not constitute income, although there is no increase 
in the outstanding shares of stock of the corporation. In such a case 
the payments are in the nature of assessments upon, and represent 
an additional price paid for, the shares of stock held by the individual 
shareholders, and will be treated as an addition to and as a part of 
the operating capital of the company. Section 118 also applies to 
contributions to capital made by persons other than shareholders. F or 
example, the exclusion applies to the value of land or other property 
contributed to a corporation by a governmental unit or by a civic group 
for the purpose of inducing the corporation to locate its business in 
a particular community, or for the purpose of enabling the corporation 
to expand its operating facilities. However, the exclusion does not .ap- 
ply to any money or property transferred to the corporation in con- 
sideration for goods or services rendered, or to subsidies paid for the 
purpose of inducing the taxpayer to limit production. See section 362 
for the basis of property acquired by a corporation through a con- 
tribution to its capital by its stockholders or by nonstockholders. 

§ 1 . 118-1 
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§ 1.119 Statutory Provisions ; Meals or Lodging Furnished fob 
the Convenience of the Employer. 

SEC 119. MEALS OR LODGING FURNISHED FOR THE CONVENIENCE 
OF THE EMPLOYER. 

There shall be excluded from gross income of an employee the value of any 
meals or lodging furnished to him by his employer for the convenience of the 
employer, but only if — 

(1 ) in the case of meals, the meals are furnished on the business prem- 
ises of the employer, or 

(2) in the case of lodging, the employee is required to accept such 
lodging on the business premises of his employer as a condition of his 

employment. 

In determining whether meals or lodging are furnished for the convenience 
of the employer, the provisions of an employment contract or of a State 
statute fixing terms of employment shall not be determinative of whether the 
meals or lodging are intended as compensation. 

§ 1.119-1 Meal s and Lodging Furnished for the Convenience 
of the Employer. — (a) Meals. — (1) The value of meals furnished to 
an employee by his employer shall be excluded from the employee’s 
gross income if two tests are met : (i) The meals are furnished on the 
business premises of the employer, and (ii) the meals are furnished for 
the convenience of the employer. The exclusion shall apply irrespec- 
tive of whether under an employment contract or a statute fixing the 
terms of employment such meals are furnished as compensation. 

(2) The question of whether meals are furnished for the conven- 
ience of the employer is one of fact to be determined by analysis of all 
the facts and circumstances in each case. Ordinarily, meals furnished 
to the employee during the working day will be deemed furnished 
for the convenience of the employer. Likewise, meals furnished im- 
mediately preceding or immediately following working hours of the 
employee will be deemed to be for the convenience of the employer if 
the furnishing of such meals serves a business purpose of the employer 
other than providing additional or indirect compensation to the em- 
ployee. Meals furnished on nonworking days, or at times when the 
employee’s presence on the employer’s business premises does not serve 
a business purpose of the employer, do not qualify for the exclusion. 
If the employee is required to occupy living quarters on the business 
premises of his employer as a condition of his employment (as de- 
fined in paragraph (b) of this section), the exclusion applies to the 
value of any meals furnished to the employee on such premises. There 
is no requirement that the employee accept such meals as a condition 
of employment to qualify for the exclusion. 

(b) Lodging. The value of lodging furnished to an employee by 
his employer shall be excluded from the employee’s gross income if 
three ^ tests are met: (1) The lodging is furnished on the business 
premises of the employer, (2) the lodging is furnished for the con- 
venience of the employer, and (3) the employee is required to accept 
such lodging as a condition of his employment. The phrase “required 
as a condition of his employment” means required in order for the 
employee to perform properly the duties of his employment. The 
exclusion shall apply irrespective of whether under an employment 
contract or a statute fixing the terms of employment such lodging is 
furnished as compensation. 



123 


(c) . Rules . — (1) For purposes of this section, the term "business 
premises of the employer 55 generally means the place of employment 
of the employee. For example, meals and lodging furnished in the 
employer’s home to a domestic servant would constitute meals and 
lodging furnished, on the business premises of the employer. Sim- 
ilarly, meals furnished to cowhands while herding their employer’s 
cattle on leased land would be regarded as furnished on the business 
premises of the employer. 

(2) The exclusion provided by section 119 applies only to meals 
and lodging furnished in kind, without charge or cost to the employee. 
If the employee has an option to receive additional compensation in 
lieu of meals or lodging in kind, or is required to reimburse the em- 
ployer for meals or lodging furnished in kind, the value of such meals 
and lodging is not excluded from gross income. However, the mere 
fact that an employee, at his option, may decline to accept meals and 
lodging tendered in kind will not of itself require inclusion of the value 
thereof in gross income. Cash allowances for meals or lodging re- 
ceived by an employee are includible in gross income to the extent that 
such allowances constitute compensation. 

(d) Examples . — The provisions of section 119 may be illustrated by 
the following examples : 

Example (1). A waitress who works from 7 a. m. to 4 p. m. is 
furnished without charge two meals a workday. In order to insure 
that the waitress will commence work on time, the employer en- 
courages her to have her breakfast on his business premises before 
starting work, although she is not required to have her breakfast 
there. She is required to have her lunch on such premises. The 
waitress is permitted to exclude the value of these meals from her 
gross income under paragraph (a) of this section. 

Example (0). The waitress in example (1) is allowed to have 
meals on the employer’s premises without charge on her days off. 
The waitress is not permitted to exclude the value of such meals from 
her gross income. 

Example (3). A Civil Service employee of a State is employed 
at an institution and is required by his employer to be available for 
duty at any time. Accordingly, the employer furnishes the employee 
with meals and lodging at the institution. Under the applicable 
State statute, his meals and lodging are regarded as part of the em- 
ployee’s compensation. The employee would nevertheless be entitled 
to exclude the value of such meals and lodging from his gross 
income. 

Example (4). An employee of an institution is given the choice 
of residing at the institution free of charge, or of residing elsewhere 
and receiving a cash allowance in addition to his regular salary. If 
he elects to reside at the instiution the value to the employee of the 
lodging furnished by the employer will be includible in the em- 
ployee’s gross income because his residence at the institution is not 
required in order for him to perform properly the duties of his 
employment. 


§ Lllft-l(d) 
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§1120 Statutory Provisions; Statutory Subsistence Allow- 
ance Received by Police. 

SEC. 120. STATUTORY SUBSISTENCE ALLOWANCE RECEIVED BY 
POLICE. 

( a ) General Rule.— Gross income does not include any amount received 
as a statutory subsistence allowance by an individual wbo is employed as a 
police official by a State, a Territory, or a possession of tbe United States, by 
any political subdivision of any of the foregoing, or by the District of 

Columbia. 

(b) Limitations. — 

(1) Amounts to which subsection (a) applies shall not exceed $5 per 
day. 

(2) If any individual receives a subsistence allowance to which sub- 
section (a) applies, no deduction shall be allowed under any other pro- 
vision of this chapter for expenses in respect of which he has received 
such allowance, except to the extent that such expenses exceed the 
amount excludable under subsection (a) and the excess is otherwise 
allowable as a deduction under this chapter. 


§ 1.120-1 Statutory Subsistence Allowance Received by 
Police. — (a) Section 120 excludes from the gross income of an indi- 
vidual employed as a police official by a State, Territory, or possession 
of the United States, by any of their political subdivisions, or by the 
District of Columbia, any amount received as a statutory subsistence 
allowance to the extent that such allowance does not exceed $5 per day. 
For purposes of this section, the term “statutory subsistence allowance” 
means an established amount, apart from salary or other compensation, 
which is authorized under the laws of a State, a Territory, or a posses- 
sion of the United States, by any political subdivision of any of the 
foregoing, or by the District of Columbia, to be paid to an individual 
who is employed as a police official of such governmental unit for meals 
and other incidental expenses in connection with his official duties. A 
subsistence allowance paid to a police official by any of the foregoing 
governmental units which is not so provided by statute may not be ex- 
eluded from gross income under the provisions of section 120. The 
term “police official” includes an employee of any of the foregoing gov- 
ernmental units who has police duties,' such as a sheriff, a detective, a 
policeman, or a State police trooper, however designated. 

<b) The exclusion provided by section 120 is to be computed on a 
daily basis, that is, for each day for which the statutory allowance is 
paid. If the statute providing the allowance does not specify the daily 
amount of such allowance, the allowance shall be converted to a daily 
basis for the purpose of applying the limitation provided herein. For 
example, if a State statute provides for a weekly subsistence allow- 
ance, the daily amount is to be determined by dividing the weekly 
amount by the number of days for which the allowance is paid Thus, 
if a State trooper receives a weekly statutory subsistence allowance of 
ffO f° r 5 days of the week, the daily amount would be $8, that is, $40 
divided by 5. However, for purposes of this section, only $5 per day 

may be excluded, or $25 on a weekly basis. J 

(c) Expenses in' respect of which the allowance under section 120 is 
±’ 0t “ ^ducted under any provision of the income tax laws 
- t0 tne | x / t “ t J iiat W such ex Penses exceed the amount of the 
e ? c ? s ? 1S otll .erwise allowable as a deduction, 
hor example, if a State statute provides a subsistence allowance of $8 
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per day and the taxpayer, a State trooper, incurs expenditures of 
$4.50 for meals while away from home overnight on official police 
duties only $8 would be excludable under this section. Expenses relat- 
ing to such exclusion ($3) may not be deducted under any provision of 
the income tax laws. However, the remaining $1.50 may be an allow- 
able deduction under section 162 as traveling expenses while away from 
home in the performance of official duties. See § 1.162-2. 

§ 1.121 Statutory Provisions ; Cross Reverences to Other Acts. 


SEO. 121. CROSS REFERENCES TO OTHER ACTS. 

(a) For exemption of — 

(1) Adjustments of indebtedness under wage earners’ plans, see sec- 
tion 679 of the Bankruptcy Act (52 Stat. 938; 11 U. S. C. 1079) ; 

(2) Allowances and expenditures to meet losses sustained by persons 
serving the United States abroad, due to appreciation of foreign cur- 
rencies, see the Acts of March 6, 1934 (48 Stat. 466; 5 U. S. C. 118e) and 
April. 25, 193S (52 Stat 221; 5 U. S. 0. 118c-l) ; 

(3) Amounts credited to the Maritime Administration under section 
9(b) (6) of the Merchant Ship Sales Act of 1946, see section 9(c) (1) 
of that Act (60 Stat. 48; 50 U. S. C. App. 1742) ; 

(4) Benefits under World War Adjusted Compensation Act, see section 
308 of that Act, as amended (43 Stat. 125; 44 Stat. 827, §3; 38 U. S. C. 
618) ; 

(5) Benefits under World War Veterans’ Act, 1924, see section 3 of 
the Act of August 12, 1935 (49 Stat. 609 ; 38 U. S. C. 454a) ; 

(6) Dividends and interest derived from certain preferred stock by 
Reconstruction Finance Corporation, see section 304 of the Act of 
March 9, 1933, as amended (49 Stat. 1185 ; 12 U. S. C. 51d) ; 

(7) Earnings of ship contractors deposited in special reserve funds, 
see section 607(h) of the Merchant Marine Act, 1936, as amended (52 
Stat. 961, § 28; 46 U. S. C. 1177) ; 

(8) Income derived from Federal Reserve banks, including capital 
stock and surplus, see section 7 of the Federal Reserve Act (38 Stat. 
258 ; 12 U. S. C. 531) ; 

(9) Income derived from Ogdensburg bridge across Saint Lawrence 
River, see section 4 of the Act of June 14, 1933, as amended (54 Stat. 
259, § 2) ; 

(10) Income derived from Owensboro bridge across Ohio River and 
nearby ferries, see section 4 of the Act of August 14, 1937 (50 Stat. 643) ; 

(11) Income derived from Saint Clair River bridge and ferries, see 
section 4 of the Act of June 25, 1930, as amended (48 Stat. 140, § 1) ; 

(12) Leave compensation payments under section 6 of Armed Forces 
Leave Act of 1946, see section 7 of that Act (60 Stat. 967 ; 37 U. S. C. 
36) ; 

(13) Mustering-out payments made to or on account of veterans 
under the Mustering-Out Payment Act of 1944, see section 5(a) of that 
Act (58 Stat. 10; 38 U. S. C. 691e) ; 

(14) Railroad retirement annuities and pensions, see section 12 of the 
Railroad Retirement Act of 1935, as amended (50 Stat. 316; 45 U. S. C. 
2281) ; 

(15) Railroad unemployment benefits, see section 2(e) of the Railroad 
Unemployment Insurance Act, as amended (52 Stat 1097 ; 53 Stat 845, 
§ 9 ; 45 U. S. C. 352) ; 

(16) Special pensions of persons on Army and Navy medal of honor 
roll, see section 3 of the Act of April 27, 1916 (39 Stat 54; 38 U. S. C. 
393) ; 

(17) Gain derived from the sale or other disposition of Treasury 
Bills, issued after June 17, 1930, under the Second Liberty Bond Act, as 
amended, see Act of June 17, 1930 (C. 532, 46 Stat 775 ; 31 U» S. C. 754) ; 

(18) Dependency and indemnity compensation paid to survivors of 
members of a uniformed service and certain other persons, see section 
210 of the Servicemen’s and Veterans’ Survivor Benefits Act. 

(b) For extension of military income-tax-exemption benefits to eommis- 


416926 °— 57 - 
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sioned officers of Public Health Service in certain circumstances see section 
212 of the Public Health Service Act (58 Stat. 689 ; 42 U. S. C .213 ) . 

[See. 121(a) (IS) added by section 501(t) of P. L. 881 (84th Cong.) effee- 
tive January 1, 1957] 

ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND CORPORATIONS 


§ 1.167(a) Statutory Provisions ; Depreciation ; General Rule. 
SEC. 187. DEPRECIATION. 

(a) General Rule.— There shall be allowed as a depreciation deduction 
a reasonable allowance for the exhaustion, wear and tear (including a rea- 
sonable allowance for obsolescence) — 

(1) of property used in the trade or business, or 

(2) of property held for the production of income. 

§ 1.167(a)-! Depreciation in General. — (a) Reasonable allow- 
ance. — Section 167(a) provides that a reasonable allowance for the 
exhaustion, wear and tear, and obsolescence of property used in the 
trade or business or of property held by the taxpayer for the produc- 
tion of income shall be allowed as a depreciation deduction. The allow- 
ance is that amount which should be set aside for the taxable year in 
accordance with a reasonably consistent plan (not necessarily at a uni- 
form rate), so that the aggregate of the amounts set aside, plus the 
salvage value, will, at the end of the estimated useful life of the de- 
preciable property, equal the cost or other basis of the property as pro- 
vided in section 167(f) and § 1.167 (f)-l. An asset shall not be 
depreciated below a reasonable salvage value under any method of com- 
puting depreciation. See paragraph (c) of this section for definition 
of salvage. The allowance shall not reflect amounts representing a 
mere reduction in market value. 

(b) Useful life . — For the purpose of section 167 the estimated useful 
life of an asset is not necessarily the useful life inherent in the asset 
but is the period over which the asset may reasonably be expected to 
be useful to the taxpayer in his trade or business or in the production 
of his income. This period shall be determined by reference to his 
experience with similar property taking into account present condi- 
tions and probable future developments. Some of the factors to be 
considered in determining this period are (1) wear and tear and decay 
or decline from natural causes, (2) the normal progress of the art, 
economic changes, inventions, and current developments within the 
industry and the taxpayer’s trade or business, (3) the climatic and 
other local conditions peculiar to the taxpayer’s trade or business, and 
(4) the taxpayer’s policy as to repairs, renewals, and replacements. 
Salvage value is not a factor for the purpose of determining useful 
life. ^ If the taxpayer’s experience is inadequate, the general experi- 
ence in the industry may be used until such time as the taxpayer’s own 
experience forms an adequate basis for making the determination. 
The estimated remaining useful life may be subject to modification by 
reason of conditions known to exist at the end of the taxable year and 
shall be redetermined when necessary regardless of the method of 
computing depreciation. However, estimated remaining useful life 
redetermined only when the change in the useful life is sig- 
nificant and there is a clear and convincing basis for the redetermina- 

tmi f; cove ™g agreements with respect to useful life, see 

section 167(d) and § 1.167(d)-!. 5 


§ 1.167(a)-! (a) 
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(c) Salvage . — Salvage value is the amount (determined at the time 
of acquisition) which is estimated will be realizable upon sale or other 
disposition of an asset when it is no longer useful in the taxpayer’s 
trade or business or in the production of his income and is to be retired 
from service by the taxpayer. Salvage value shall not be changed at 
any time after the determination made at the time of acquisition 
merely because of changes in price levels. However, if there is a re- 
determination of useful life under the rules of paragraph (b) of this 
section, salvage value may be redetermined based upon facts known 
at the time of such redetermination of useful life. Salvage, when 
reduced by the cost of removal, is referred to as net salvage. The time 
at which an asset is 'retired from service may vary according to the 
policy of the taxpayer. If the taxpayer’s policy is to dispose of assets 
which are still in good operating condition, the salvage value may 
represent a relatively large proportion of the original basis of the asset. 
However, if the taxpayer customarily uses an asset until its inherent 
useful life has been^ substantially exhausted, salvage value may repre- 
sent no more than junk value. Salvage value must be taken into ac- 
count in determining the depreciation deduction either by a reduction 
of the amount subject to depreciation or by a reduction in the rate 
of depreciation, but in no event shall an asset (or an account) be de- 
preciated below a reasonable salvage value. See, however, § 1.167 
(b)-2(a) for the treatment of salvage under the declining balance 
method. The taxpayer may use either salvage or net salvage in de- 
termining depreciation allowances but such practice must be consist- 
ently followed and the treatment of the costs of removal must be con- 
sistent with the practice adopted. For specific treatment of salvage 
value see §§ 1.167 (b)-l, 1.167(b)-2, and 1.167 (b)-3. When an asset 
is retired or disposed of, appropriate adjustments shall be made in 
the asset and depreciation reserve accounts. For example, the amount 
of the salvage adjusted for the costs of removal may be credited to 
the depreciation reserve. 

§1.167(a)-2 Tangible Property. — The depreciation allowance 
in the case of tangible property applies only to that part of the prop- 
erty which is subject to wear and tear, to decay or decline from natural 
causes, to exhaustion, and to obsolescence. The allowance does not 
apply to inventories or stock in trade, or to land apart from the im- 
provements or physical development added to it. The allowance does 
not apply to natural resources which are subject to the allowance for 
depletion provided in section 611. No deduction for depreciation shall 
be allowed on automobiles or other vehicles used solely for pleasure, 
on a building used by the taxpayer solely as his residence, or on furni- 
ture or furnishings therein, personal effects, or clothing ; but properties 
and costumes used exclusively in a business, such as a theatrical busi- 
ness, may be depreciated. 

§ 1.167 (a) -3 Intangibles. — If an intangible asset is known from 
experience or other factors to be of use in the business or in the pro- 
duction of income for only a limited period, the length of which 
can be estimated with reasonable accuracy, such an intangible asset 
may be the subject of a depreciation allowance. Examples are patents 
and copyrights. An intangible asset, the useful life of which is not lim- 
ited, is not subject to the allowance for depreciation. No allowance 
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will be permitted merely because, in the unsupported opinion of the 
taxpayer, the intangible asset has a limited useful life. No deduction 
for depreciation is allowable with respect to good will. For rules with 
respect to organizational expenditures, see section 248 and the regula- 
tions thereunder. 

§ 1,167 (a) -4 Leased Property.— Capital expenditures made by a 
lessee for the erection of buildings or the construction of other per- 
manent improvements on leased property are recoverable through al- 
lowances for depreciation or amortization. If the useful life of such 
improvements in the hands of the taxpayer is equal to or shorter than 
the remaining period of the lease, the allowances shall take the form 
of depreciation under section 167. See §§ 1.167(b)-0, 1.167(b)-!, 
1.167 (b)-2, 1.167 (b)-3, and 1.167(b)~4 for methods of computing such 
depreciation allowances. If, on the other hand, the estimated useful 
life of such property in the hands of the taxpayer, determined without 
regard to the terms of the lease, would be longer than the remaining 
period of such lease, the allowances shall take the form of annual de- 
ductions from gross income in an amount equal to the unrecovered cost 
of such capital expenditures divided by the number of years remaining 
of the term of the lease. Such deductions shall be in lieu of allowances 
for depreciation. See section 162 and the regulations thereunder. 
Capital expenditures made by a lessor for the erection of buildings or 
other improvements shall, if subject to depreciation allowances, be re- 
covered by him over the estimated life of the improvements without 
regard to the period of the lease. 

# §1.167(a)-5 Apportionment of Basis. — In the case of the acqui- 
sition on or after March 1, 1913, of a combination of depreciable and 
nondepreciable property for a lump sum, as for example, buildings 
and land, the basis for depreciation cannot exceed an amount which 
bears the same proportion to the lump sum as the value of the de- 
preciable property at the time of acquisition bears to the value of the 
entire property at that time. In the case of property which is subject 
to both the allowance for depreciation and amortization, depreciation 
is allowable only with respect to the portion of the depreciable prop- 
erty which is not subject to the allowance for amortization and may 
be taken concurrently with the allowance for amortization. After the 
close of the amortization period or after amortization deductions have 
been discontinued with respect to any such property, the unrecovered 
cost or other basis of the depreciable portion of such property will be 
subject to depreciation. For adjustments to basis, see section 1016 
and other applicable provisions of law. 

§ 1*167 (a) -6 Depreciation in Special Cases.— ( a) Depreciation 
of patents or copyrights . — The cost or other basis of a patent or copy- 
right shall be depreciated over its remaining useful life. Its cost to 
the patentee includes the various Government fees, cost of drawings, 
models, attorneys’ fees, and similar expenditures. For rules appli- 
cable to research and experimental expenditures, see sections 174 and 
1016 and the regulations thereunder. If a patent or copyright be- 
eomes valueless m any year before its expiration the unrecovered cost 
or other baas may be deducted in that year. 

(b) Depreciation in case of fawners— A. reasonable allowance for 
depreciation may be claimed on farm buildings (except a dwelling 
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occupied.by the owner) , farm machinery, and other physical property 
but not including land. Livestock acquired for work, breeding, or 
dairy purposes may be depreciated unless included in an hiventory 
used to determine profits in accordance with section 61 and the regu- 
lations thereunder. Such depreciation should be determined with 
reference to the cost or other basis, salvage value, and the estimated 
useful life of the livestock. See also section 162 and the regulations 
thereunder relating to trade or business expenses, section 165 and the 
regulations thereunder relating to losses of farmers, and section 175 
and the regulations thereunder relating to soil or water conservation 
expenditures. 

§ 1.167(a) -7 Accounting foe Depreciable Property. — (a) De- 
preciable property may be accounted for by treating each individual 
item as an account, or by combining two or more assets in a single 
account. Assets may be grouped in an account in a variety of ways. 
For example, assets similar in kind with approximately the same use- 
ful lives may be grouped together. Such an account is commonly 
known as a group account. Another appropriate grouping might con- 
sist of assets segregated according to use without regard to useful life, 
for example, machinery and equipment, furniture and fixtures, or 
transportation equipment. Such an account is commonly known as. a 
classified account. A broader grouping, where assets are. included in 
the same account regardless of their character or useful lives, is com- 
monly referred to as a composite account. For example, all. the assets 
used in a business may be included in a single account. Group, classi- 
fied, or composite accounts may be further broken down on the basis of 
location, dates of acquisition, cost, character, use, etc. 

(b) When group, classified, or composite accounts are used with 

average useful lives and a normal retirement occurs, the full cost or 
other basis of the asset retired, unadjusted for depreciation or salvage, 
shall be removed from the asset account and shall be charged, to the 
depreciation reserve. Amounts representing salvage ordinarily are 
credited to the depreciation reserve. Where an asset is disposed of for 
reasons other than normal retirement, the full cost or other basis of 
the asset shall be removed from the asset account, and the depreciation 
reserve shall be charged with the depreciation applicable to the retired 
asset. For rules with respect to losses on normal retirements, see 
§1.167 (a) -8. : . 

(c) A taxpayer may establish as many accounts for depreciable 
property as he desires. Depreciation allowances shall be computed 
separately for each account. Such depreciation preferably should be 
recorded in a depreciation reserve account; however, in appropriate 
cases it may be recorded directly in the asset account. Where depreci- 
ation reserves are maintained, a separate reserve account shall be main- 
tained for each asset account. The regular books of account or per- 
manent auxiliary records shall show for each account the basis of the 
property, including adjustments necessary to conform to the require- 
ments of section 1016 and other provisions of law relating to adjust- 
ments to basis, and the depreciation allowances for tax purposes. In 
the event that reserves for book purposes do not correspond with re- 
serves maintained for tax purposes, permanent auxiliary records shall 
be maintained with the regular books of account reconciling the difier- 
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ences in depreciation for tax and book purposes because of different 
methods of depreciation, bases, rates, salvage, or other factors. De- 
preciation schedules filed with the income tax return shall show the 
accumulated reserves computed in accordance with the allowances for 
income tax purposes. 

(d) In classified or composite accounts, the average useful life 
and rate shall be redetermined whenever additions, retirements, or 
replacements substantially alter the relative proportion of types of 
assets in the accounts. See example (2) in paragraph (b) of 
§ 1.167(b)-! for method of determining the depreciation rate for a 
classified or composite account. 

§ 1.167 (a) -8 Eetiremexts. — (a) Gains and losses on retire- 
ments . — For the purposes of this section the term “retirement” means 
the permanent withdrawal of depreciable property from use in the 
trade or business or in the production of income. The withdrawal may 
be made in one of several ways. For example, the withdrawal may 
be made by selling or exchanging the asset, or by actual abandonment. 
In addition, the asset may be withdrawn from such productive use 
without disposition as, for example, by being placed in a supplies or 
scrap account. The tax consequences of a retirement depend upon 
the, form of the transaction, the reason therefor, the timing of the 
retirement, the estimated useful life used in computing depreciation, 
and whether the asset is accounted for in a separate or multiple asset 
account. Upon the retirement of assets, the rules in this section apply 
in determining whether gain or loss will be recognized, the amount of 
such gain or loss, and the basis for determining gain or loss : 


(1) Where an asset is retired by sale at arm’s length, recogni- 
tion of gain or loss will be subject to the provisions of sections 
1002, 1231, and other applicable provisions of law. 

(2) Where an asset is retired by exchange, the recognition of 
gain or loss will be subject to the provisions of sections 1002, 1031, 
1231 , and other applicable provisions of law. 

(3) Where an asset is permanently retired from use in the trade 

or business or in the production of income but is not disposed of 
by the taxpayer or physically abandoned (as, for example, when 
the asset is transferred to a supplies or scrap account), gain will 
not be recognized. In such a case loss will be recognized measured 
by the excess of the adjusted basis of the asset at the time of re- 
tirement over the estimated salvage value or over the fair market 
value at the time of such retirement if greater, but only if 

(?) The retirement is an abnormal retirement, or 

(ii) The retirement is a normal retirement from a single 
asset account (but see paragraph (d) of this section for special 
rule for item accounts) , or 

(iii) The retirement is a normal retirement from a multiple 
asset account m which the depreciation rate was based on the 

in^heac^unt 156016 ^ ^ ° f the longest lived asset contained 

is retir ! d b /. actual physical abandonment 
jS, for exam Ple, m the case of a building condemned as unfit for 
further occupancy or other use), loss wilfbe recognised mSmd 

§U67(a)-7(d) 



131 


by the amount of the adjusted basis of the asset abandoned at the 
time of such abandonment. In order to qualify for the recogni- 
tion of loss from physical abandonment , the intent of the tax- 
payer must be irrevocably to discard the asset so that it will neither 
be used again by him nor retrieved by him for sale, exchange, or 
other disposition. 

Experience with assets which have attained an exceptional or unusual 
age shall, with respect to similar assets, be disregarded in determining 
the maximum expected useful life of the longest lived asset in a multi- 
ple asset account. F or example, if a manufacturer establishes a proper 
multiple asset account for 50 assets which are expected to have an 
average life of 30 years but which will remain useful to him for varying 
periods between 20 and 40 years, the maximum expected useful life will 
be 40 years, even though an occasional asset of this kind may last 60 
years. 

(b) Definition of normal and abnormal retirements . — For the pur- 
pose of this section the determination of whether a retirement is nor- 
mal or abnormal shall be made in the light of all the facts and circum- 
stances. In general, a retirement shall be considered a normal retire- 
ment unless the taxpayer can show that the withdrawal of the asset 
was due to a cause not contemplated in setting the applicable deprecia- 
tion rate. For example, a retirement is considered normal if made 
within the range of years taken into consideration in fixing the de- 
preciation rate and if the asset has reached a condition at which, in the 
normal course of events, the taxpayer customarily retires similar 
assets from use in his business. On the other hand, a retirement may 
be abnormal if the asset is withdrawn at an earlier time or under other 
circumstances, as, for example, when the asset has been damaged by 
casualty or has lost its usefulness suddenly as the result of extraordi- 
nary obsolescence. 

(c) Basis of assets retired . — The basis of an asset at the time of re- 
tirement for computing gain or loss shall be its adjusted basis for 
determining gain or loss upon a sale or other disposition as determined 
in accordance with the provisions of section 1011 and the following 
rules : 

(1) In the case of a normal retirement of an asset from a multi- 
ple asset account where the depreciation rate is based on average 
expected useful life, the term “adjusted basis” means the salvage 
value estimated in determining the depreciation deduction in accord- 
ance with the provisions in paragraph (c) of § 1.167(a)-l, 

(2) In the case of a normal retirement of an asset from a multiple 
asset account in which the depreciation rate was based on the 
maximum expected life of the longest lived asset in the account, 
the adjustment for depreciation allowed or allowable shall be made 
at the rate which would have been proper if the asset had been 
depreciated in a single asset account (under the method of depre- 
ciation used for the multiple asset account) using a rate based upon 
the maximum expected useful life of that asset, and 

(3) In the case of an abnormal retirement from a multiple asset 
account the adjustment for depreciation allowed or allowable shall 
be made at the rate which would have been proper had the asset 
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been depreciated in a single asset account (under the method of 
depreciation used for the multiple asset account) and using a rate 
based upon either the average expected useful life or the maximum 
expected useful life of the asset, depending upon the method of 
determining the rate of depreciation used in connection with the 
multiple asset account. 

( d) Special rule for item accounts ( 1 ) As indicated in paragraph 
(a)(3) (ii) and (iii) of this section, a loss is recognized upon the 
normal retirement of an asset from a single asset account but a loss 
on the normal retirement of an asset in a multiple asset account is 
not allowable where the depreciation rate is based upon the average 
useful life of the assets in the account. Where a taxpayer with more 
than one depreciable asset chooses to set uj> a separate account for 
each such asset and the depreciation rate is based on the average 
useful life of such assets (so that he uses the same life for each 
account), the question arises whether his depreciation deductions in 
substance are the equivalent of those which would result from the use 
of multiple asset accounts and, therefore, he should be subject to the 
rules governing losses on retirements of assets from multiple asset 
accounts. Where a taxpayer has only a few depreciable assets which 
he chooses to account for in single asset accounts, particularly where 
such assets cover a relatively narrow range of lives, it cannot be said 
in the usual case that the allowance of losses on retirements from such 
accounts clearly will distort income. This results from the fact that 
where a taxpayer has only a few depreciable assets it is usually not 
possible clearly to determine that the depreciation rate is based upon 
the average useful life of such assets. Accordingly, it cannot be said 
that the taxpayer is in effect clearly operating with a multiple asset 
account using an average life rate so that losses should not be allowed 
on normal retirements. Therefore, losses normally will be allowed 
upon retirement of assets from single asset accounts where the tax- 
payer has only a few depreciable assets. On the other hand, when a 
taxpayer who has only a few depreciable assets chooses to account for 
them in single asset accounts, using for each account a depreciation 
rate based, on the average useful life of such assets, and the assets 
covera wide range of lives, the likelihood that income will be dis- 
torted is greater than where the group of assets covers a relatively 
narrow range of lives. In those cases where the allowance of losses 
would distort income, the rules with respect to the allowance of losses 
on normal retirement shall be applied to such assets in the same man- 
ner as though the assets had been accounted for in multiple asset 
accoun ts u sing a rate based upon average expected useful life. 

(2) Where a taxpayer has a large number of depreciable assets and 
depreciation is based on the average useful life of such assets, then, 
whether such assets are similar or dissimilar and regardless of whether 
they are accounted for in individual asset accounts or multiple asset 
aceoimts the allowance of losses on the normal retirement of such assets 
would distort income. Such distortion would result from the fact that 
the use or average useful life (and, accordingly, average rate) assumes 
that while some assets normally will be retired before the expiration 
of the average life, others normally will be retired after expiration of 
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the average life. Accordingly, if instead of accounting for a large 
number of similar or dissimilar depreciable assets in multiple asset 
accounts, the taxpayer chooses to account separately for such assets, 
using a rate based upon the average life of such assets, the rules with 
respect to the allowances of losses on normal retirements will be 
applied to such assets in the same manner as though the assets were 
accounted for in multiple asset accounts using a rate based upon 
average expected useful life. 

(3) Where a taxpayer who does not have a large number of de- 
preciable assets (and who therefore is not subject to subparagraph 
(2) of this paragraph) chooses to set up a separate account for each 
such .asset, and has sought to compute an average life for such assets 
on which to base his depreciation deductions (so that he uses the same 
life for each account) , the allowance of losses on normal retirements 
from such accounts may in some situations substantially distort in- 
come. Such distortion would result from the fact that the use of 


average useful life (and, accordingly^ average rate) assumes that 
while some assets normally will be retired before expiration of the 
average life, others normally will be retired after expiration of the 
average life. Accordingly, where a taxpayer chooses to account sepa- 
rately for such assets instead of accounting for them in multiple asset 
accounts, and the result is to substantially distort his income, the 
rules with respect to the allowance of losses on normal retirements 
shall be applied to such assets in the same maimer as though the assets 
had been accounted for in multiple asset accounts using a rate based 
upon average expected useful life. 

(4) Whenever a taxpayer is treated under this paragraph as though 
his assets were accounted for in a multiple asset account using an 
average life rate, and, therefore, he is denied a loss on retirements, 
the unrecovered cost less salvage of each asset which was accounted 
for separately may be amortized in accordance with the rule stated 
in paragraph (e) (1) (ii) of this section. « 

(e) Accounting treatment of asset retirements . — (1) In the case or 
a normal retirement where under the foregoing rules no loss is recog- 
nized and where the asset is retired without disposition or abandon- 
ment, (i) if the asset was contained in a multiple asset account, the 
full cost of such asset, reduced by estimated salvage, shall be charged 
to the depreciation reserve, or (ii) if the asset was accounted for sepa- 
rately, the unrecovered cost or other basis, less salvage, of the asset 
may be amortized through annual deductions from gross income in 
amounts equal to the unrecovered cost or other basis of such asset, 
divided by the average expected useful life (not the remaining useful 
life) applicable to the asset at the time of retirement. For example, 
if an asset is retired after six years of use and at the time of retirement 
depreciation was being claimed on the basis of an average expected 
useful life of ten years, the unrecovered cost or other basis less salvage 
would be amortized through equal annual deductions over a period ox 

ten years from the time of retirement. . . . . 

(2) Where multiple asset accounts are used and acquisitions and 
retirements are numerous, if a taxpayer, in order to avoid unneces- 
sarily detailed accounting for individual retirements, consistently fol- 
lows the practice of charging the reserve with the full cost or other 
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basis of assets retired and of crediting it with all receipts frona salvage, 
the practice may be continued so long as, in the opinion of the Com- 
missioner, it clearly reflects income. Conversely, where the taxpayer 
customarily follows a practice of reporting all receipts from salvage 
as ordinary taxable income such practice may be continued so long as, 
in the opinion of the Commissioner, it clearly reflects^ income. 

(f ) Cross reference . — For special rules in connection with the re- 
tirement of the last asset of a given year’s acquisitions under the de- 
clining balance method, see example (2) in paragraph (b) of 

§ 1.167(b)-2. . . „ - 

§1.167 (a) -9 Obsolescence. — The depreciation allowance includes 
an allowance for normal obsolescence which should be taken into ac- 
count to the extent that the expected useful life of property will be 
shortened by reason thereof. Obsolescence may render an asset eco- 
nomically useless to the taxpayer regardless of its physical condition. 
Obsolescence is attributable to many causes, including technological 
improvements and reasonably foreseeable economic changes. Among 
these causes are normal progress of the arts and sciences, supercession 
or inadequacy brought about by developments in the industry, prod- 
ucts, methods, markets, sources of supply, and other like changes, and 
legislative or regulatory action. In any case in which the taxpayer 
shows that the estimated useful life previously used should be shortened 
by reason of obsolescence greater than had been assumed in computing 
such estimated useful life, a change to a new and shorter estimated 
useful life computed in accordance with such showing will be permit- 
ted. No such change will be permitted merely because in the unsup- 
ported opinion of the taxpayer the property may become obsolete. F or 
rules governing the allowance of a loss when the usefulness of an 
asset is suddenly terminated, see section 165 and the regulations 
thereunder. If the estimated useful life and the depreciation rates 
have been the subject of a previous agreement, see section 167 (d) and 
§ 1.167(d)-!. 

§ 1.167 (a) -10 When Depreciation Deduction Is Allowable. — 
(a) A taxpayer should deduct the proper depreciation allowance each 
year and may not increase his depreciation allowances in later years 
by reason of his failure to deduct any depreciation allowance or of 
Ms action in deducting an allowance plainly inadequate under the 
known facts in prior years. The inadequacy of the depreciation allow- 
ance for property in prior years shall be determined on the basis of 
the allowable method of depreciation used by the taxpayer for such 
property or under the straight line method if no allowance has ever 
been claimed for such property. . The preceding sentence shall not be 
construed as precluding application of any method provided in section 
167(b) if taxpayer’s failure to claim any allowance for depreciation 
was due solely to erroneously treating as a deductible expense an item 
properly chargeable to capital account. For rules relating to adjust- 
ments to basis, see section 1016 and the regulations thereunder. 

(k\ The period for depreciation of an asset shall begin when the 
asset is placed in service and shall end when the asset is retired from 
service. A proportionate part of one year’s depreciation is allowable 
for that part of the first and last year during which the asset was in 
service. However, in the case of a multiple asset account, the amount 
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of depreciation may be determined by using’ what is commonly de- 
scribed as an “averaging convention, 55 that is, by using an assumed tim- 
ing of additions and retirements. For example, it might be assumed 
that all additions and retirements to the asset account occur uniformly 
throughout the taxable year, in which case depreciation is computed 
on the average of the beginning and ending balances of the asset ac- 
count for the taxable year. See example (8) under paragraph (b) of 
§ 1.167 (b)-l. Among still other averaging conventions which may be 
used is the one under which it is assumed that all additions and retire- 
ments during the first half of a given year were made on the first day of 
that year and that all additions and retirements during the second half 
of the year were made on the first day of the following year. Thus, 
a full year’s depreciation would be taken on additions in the first half 
of the year and no depreciation would be taken on additions in the 
second half. Moreover, under this convention, no depreciation would 
be taken on retirements in the first half of the year and a full year’s 
depreciation would be taken on the retirements in the second half. An 
averaging convention, if used, must be consistently followed as to the 
account or accounts for which it is adopted, and must be applied to 
both additions and retirements. In any year in which an averaging 
convention substantially distorts the depreciation allowance for the 
taxable year, it may not be used. 

§ 1.167 (b) Statutory Provisions ; Depreciation ; Use of Certain 
Methods and Rates. 

SEC. 167. DEPRECIATION. * * * 

(b) Use of Certain Methods and Rates. — For taxable years ending after 
December 31, 1953, the term “reasonable allowance” as used in subsection 
(a) shall include (but shall not be limited to) an allowance computed in 
accordance with regulations prescribed by the Secretary or his delegate, 
under any of the following methods : 

(1) the straight line method, 

(2) the declining balance method, using a rate not exceeding twice 
the rate which would have been used had the annual allowance been 
computed under the method described in paragraph (1), 

(3) the sum of the years-digits method, and 

(4) any other consistent method productive of an annual allowance 
which, when added to all allowances for the period commencing with 
the taxpayer’s use of the property and including the taxable year, does 
not, during the first two-thirds of the useful life of the property, exceed 
the total of such allowances which would have been used had such 
allowances been computed under the method described in paragraph (2). 

Nothing in this subsection shall be construed to limit or reduce an allowance 
otherwise allowable under subsection (a). 

§ 1.167 (b)-O Methods of Computing Depreciation. — (a) In gen- 
eral . — Any reasonable and consistently applied method of comput- 
ing depreciation may be used or continued in use under section 167. 
Regardless of the method used in computing depreciation, deductions 
for depreciation shall not exceed such amounts as may be necessary to 
recover the unrecovered cost or other basis less salvage during the re- 
maining useful life of the property. The reasonableness of any claim 
for depreciation shall be determined upon the basis of conditions known 
to exist at the end of the period for which the return is made. It is 
the responsibility of the taxpayer to establish the reasonableness of the 
deduction for depreciation claimed. Generally, depreciation deduc- 
tions so claimed will be changed only where there is a clear and con- 
vincing basis for a change. ^ ^ ~ 
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(b) Certain methods.— Methods previously found adequate to pro- 
duce a reasonable allowance under the Internal Revenue Code of 1939 
or prior revenue laws will, if used consistently by the taxpayer, con- 
tinue to be acceptable under section 167(a). Examples of such meth- 
ods which continue to be acceptable are the straight line method, the 
declining balance method with the rate limited to 150 percent of the 
applicable straight line rate, and under appropriate circumstances, 
tlie unit of production method. The methods described in section 
167(b) and §§ 1.167(b)— 1, 1.167(b)-2, 1.167 (b)-3, and L167(b)-4 
shall be deemed to produce a reasonable allowance for depreciation ex- 
cept as limited under section 167(c) and § 1.167(c)-!. See also 
§ 1.167(e)-! for rules relating to change in method of computing 
depreciation. 

(c) Application of methods. — In the case of item accounts, any 
method which results in a reasonable allowance for depreciation may 
be selected for each item of property, but such method must thereafter 
be applied consistently to that particular item. In the case of group, 
classified, or composite accounts, any method may be selected for each 
account. Such method must be applied to that particular account 
consistently thereafter but need not necessarily be applied to acquisi- 
tions of similar property in the same or subsequent years, provided 
such acquisitions are set up in separate accounts. See, however, 
§ 1.167(e)-! and section 446 and the regulations thereunder, for rules 
relating to changes in the method of computing depreciation, and, 
§ 1.167(c)-! for restriction on the use of certain methods. See also 
§ 1.167 (a)~7 for definition of account. 

§ 1.167(b)-! Straight Line Method. — (a) Application of 
method— Under the straight line method the cost or other basis of the 
property less its estimated salvage value is deductible in equal annual 
amounts over the period of the estimated useful life of the property. 
The allowance for depreciation for the taxable year is determined by 
dividing the adjusted basis of the property at the beginning of the 
taxable year, less salvage value, by the remaining useful life of the 
property at such time. For convenience, the allowance so determined 
may be reduced to a percentage or fraction. The straight line method 
may be used in determining a reasonable allowance for depreciation 
for any property which is subject to depreciation under section 167 
and it shall be used in all cases where the taxpayer has not adopted a 
different acceptable method with respect to such property. 

(b) Illustrations. — The straight line method is illustrated by the 
following examples : 

Example (1). Under the straight line method ite ms may be 

depreciated separately : 


Year 

Item 

Cost or 
other basis 
less salvage 

Useful 

Depreciation allowable 



life 

1954 

1955 

1956 

1954 

Asset A .... 

Asset B 

$1, 600 
12, 000 

Years 

4 

40 

*$200 

*150 

$400 

300 

$400 

300 


*In this example It Is assumed that the assets were placed in service on July 1, 1954. 
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Example (2), In group, classified, or composite accounting, a 
number of assets with the same or different useful lives may be 
combined into one account, and a single rate of depreciation, i. e., 
the group, classified, or composite rate used for the entire account. 
In the case of group accounts, i. e., accounts containing assets 
which are similar in kind and which have approximately the same 
estimated useful lives, the group rate is determined from the 
average of the useful lives of the assets. In the case of classified 
or composite accounts, the classified or composite rate is generally 
computed by determining the amount of one year’s depreciation 
for each item or each group of similar items, and by dividing the 
total depreciation thus obtained by the total cost or other basis of 
the assets. The average rate so obtained is to be used as long as 
subsequent additions, retirements, or replacements do not substan- 
tially alter the relative proportions of different types of assets in 
the account. An example of the computation of a classified or 
composite rate follows : 


Estimated, 

Cost or other useful life , Annual 
basis years depreciation 

$10, 000 5 $2, 000 

10, 000 15 667 


$20, 000 $2, 667 


Average rate is 13.33 percent ($2,667-1- $20,000) unadjusted for 
salvage. Assuming the estimated salvage value is 10 .percent of 
the cost or other basis, the rate adjusted for salvage -will be 13.33 
percent minus 10 percent of 13.33 percent (13.33% — 1.33%), or 
12 percent. 

Example (3). The use of the straight line method for group, 
classified, or composite accounts is illustrated by the following 
example: A taxpayer filing his returns on a calendar year basis 
maintains an asset account for which a group rate of 20 percent 
has been determined, before adjustment for salvage. Estimated 
salvage is determined to be 6% percent, resulting in an adjusted 
rate of 18.67 percent. During the years illustrated, the initial 
investment, additions, retirements, and salvage recoveries, which 
were determined not to change the composition of the group suf- 
ficiently to require a change in rate, were assumed to have been 
made as follows : 

1954 — Initial investment of $12,000. 

1957 — Retirement $2,000, salvage realized $200. 

1958 — Retirement $2,000, salvage realized $200. 

1959— Retirements $4,000, salvage realized $400. 

1959— Additions $10,000. 

1960— Retirement $2,000, no salvage realized. 

1961— Retirement $2,000, no salvage realized. 
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additions, retirements, and salvage recoveries are the same as those 
set forth in example (3) of § 1.167(b)-l(b). Although salvage 
value is not taken into consideration in computing a declining bal- 
ance rate, it must be recognized and accounted for when assets are 
retired. 


Depreciable asset account and depreciation computation using average asset and 

reserve balances 


Year 

Asset 
balance 
Jan. 1 

Current 

addi- 

tions 

Current 

retire- 

ments 

Asset 
balance 
Dec. 31 

Average 

balance 

Average 

reserve 

before 

depreci- 

ation 

Net 

depre- 

ciable 

balance 

Rate 

Allow- 

able 

depreci- 

ation 

1954 


$12, 000 


$12, 000 
12, 000 
12, 000 
10, ooo 
8, 000 

14.000 
12, 000 

10. 000 

$6,000 
12, 000 
12,000 
11,000 
9,000 
11, 000 

13.000 

11. 000 


$6,000 
9,600 
5,760 
3,356 
1,814 
5,788 
8, 273 
4,964 

40% 

Anor 

$2,400 

3,840 

1955 

$12, 000 
12, 000 
12, 000 
10, 000 
8,000 
14, 000 
12, 000 


$2,400 

6,240 

7,644 

7,186 

5,212 

4,727 

6,036 

1956 



'&V70 

a no/ 

1957 


$2, 665 
2,000 

4.000 

2.000 
2, 000 

w v /o 

40% 

40% 

40% 

40% 

£C\07 

4d } Olrx 

1,342 

726 

2,315 

3,309 

1,936 

1958 


1959 

10, 000 

1960 

1961 




*0/0 


Depreciation reserve 


• Year 

Reserve 
Jan. 1 

Current 

retire- 

ments 

Salvage 

realized 

Reserve 
Dec. 31, 
before de- 
preciation 

Average 
reserve be- 
fore depre- 
ciation 

Allowable 

deprecia- 

tion 

Reserve 
Dec. 31, 
after de- 
preciation 

1954 






$2,400 

3,840 

2,304 

1,342 

726 

2,315 

3,309 

1,986 

$2,400 
6, 240 
8,544 
8, 086 
7,012 
5,727 
7,036 
7, 022 

1955 

$2, 400 
6,240 
8, 544 
8,086 
7,012 
5,727 
7,036 



$2,400 
6,240 
6,744 
6,286 
3,412 
3, 727 
5,036 

$2,400 
6, 240 
7,644 
7,186 
5, 212 
4,727 
6,036 

1956 



1957 

$2,000 
2, 000 

4.000 

2.000 
2,000 

$200 

200 

400 

1958 

1959 

1960 

1961 





Where separate depreciation accounts are maintained by year of 
acquisition and there is an unrecovered balance at the time of the 
last retirement, such unrecovered balance may be deducted as part of 
the depreciation allowance for the year of such retirement. Thus, if 
the taxpayer had kept separate depreciation accounts by year of 
acquisition and all the retirements shown in the example above were 
from 1954 acquisitions, depreciation would be computed on the 1954 
and 1959 acquisitions as follows : 


1954 acquisitions 


Year 

Asset 
balance 
Jan. 1 

Acqui- 

sitions 

Current 

retire- 

ments 

Asset 
balance 
Dec. 31 

Average 

balance 

Average 

reserve 

before 

depreci- 

ation 

Net de- 
preciable 
balance 

Rate 

Allow- 

able 

depreci- 

ation 

1954 


$12, 000 


$12, 000 
12, 000 
12, 000 
10, 000 
8,000 

4.000 

2.000 

$6,000 
12,000 
12, 000 
11, 000 

9.000 

6 , 000 : 

3.000 

1.000 


$6,000 
9,600 
5,760 
3,356 
1,814 
78 8 
273 
164 

88 

40% 

40% 

40% 

$2,400 

3,840 

2,304 

1,342 

726 

315 

109 

*164 

1955 

$12, 000 
12,000 
12, 000 
10, 000 
8,000 
4,000 
2, 000 


$2, 400 
6, 240 
7,644 
7, 186 
5,212 
2,727 
836 

1956 



1957 


$2, 000 
2, 000 

4.000 

2.000 
2,000 

1958 


1959 


I960 


1961 







♦Balance allowable as depredation in the year of retirement of the last survivor of the!954 acquisitions. 
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Depreciation reserve for 1954 acquisitions 


Year 

Reserve 
| Jan. 1 

t 

I 

Current 

retire- 

ments 

Salvage 

realized 

Reserve 
Dee. 31, 
before de- 
preciation 

Average 
reserve 
before de- 
preciation 

Allowable 

deprecia- 

tion 

1054 






$2, 400 

3, 840 
2,304 
1,342 
726 
315 
109 
164 . 

19 55 

1 $2, 400 

| 6, 240 

! S, 544 
8,086 
7,032 
3,727 
1,836 



$2, 400 

6, 240 
6,744 
6,286 

3, 412 

1, 727 
(164) 

$2,400 

6,240 

7,644 

7,186 

5,212 

2,727 

836 

1856 



1957 

$2,000 

2,000 

4.000 

2.000 
2,000 

$200 

200 

400 

mm 

1859 

I960 

1961 






Reserve 
Dec. 31, 
after de- 
preciation 


$2, 400 
6,240 
8, 544 
8, 086 
7,012 
3, 727 
1,836 


1959 acquisitions 


Year 

Asset 
balance 
Jan. 1 

Acqui- 

sition 

Asset 
balance 
Dec. 31 

Average 

balance 

Reserve 
Dec. 31, 
before 
depreci- 
ation 

Net de- 
preciable 
balance 

Rate 

Allow- 

able 

depreci- 

ation 

Reserve 
Dec. 31, 
after 
depreci- 
ation 

1959 


$10,000 

$10,000 

10,000 

10,000 

$5, 000 
10,000 
10,000 

None 
$2,000 
5, 200 

$5,000 
8, 000 
4,800 

40% 

40% 

40% 

$2,000 
3, 200 

1, 920 

$2,000 

5,200 

7,120 

1960 

$10,000 

10,000 

1961. 





Ip. the above example, the allowable depreciation on the 1954 acqui- 
sitions totals $11,200. This amount when increased by salvage 
realized in the amount of $800, equals the entire cost or other basis 
of the 1954 acquisitions ($12,000) . 

(<?) Change in estimated useful life.— In the declining balance 
method when a change is justified in the useful life estimated for an 
account, subsequent computations shall be made as though the revised 
useful life had been originally estimated. F or example, assume that 
an account has an estimated useful life of ten years and that a declining 

SfS/ ? PfW ?? a PP lic . ab . le - If > a t the end of the sixth 
SI a dete ™ ed that the remaining useful life of the account is 
six years, computations shall he made as though the estimated useful 
r!r Ti 8 P ri £ ln ally determined as twelve years. Accordingly, the ap- 
S depreciation rate will be 16% percent. , This rate is thereafter 
applied to the unrecovered cost or other basis. 

§ 1.16 1 (b)— 3 Sum of the Yeaes-Digits Method tat Ann H pA tr , 

method Genera j rule .— Under the sum of the yearf-digits 

SD h l^ a - aIl0 T an I eS for de P rec iation are computed by applying 
changing fractions to the cost or other basis of the property reduced 

Yea? toTiflS:^-- D “° r 0f the fractfonSg ™h 

thea^Lt findorW th 1 corre |P onds .to the remaining useful life of 
nmed \ « ,ld l d A g th ® year f° r which the allowance is being com- 
tp denominator which remains constant is the sum of 

§ L167(b)-2(c) 
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E xample (1). A new asset having an estimated useful life of five 
years was acquired on January 1, 1954, for $1,750. The es tima ted 
salvage is $250. For a taxpayer filing his returns on a calendar 
year basis, the annual depreciation allowances are as follows : 


Year 

1954 : 

1955_ 

1956 

1957 

1958 .... 


Unrecovered value (salvage) 


Cost or other 

basis less Allowable Depreciation 

salvage Fraction* depreciation reserve 


$1, 500 

5/15 

$500 

$500 

1, 500 

4/15 

400 

900 

1, 500 

3/15 

300 

1, 200 

1, 500 

2/15 

200 

1,400 

1, 500 

1/15 

100 

1,500 


$250 


*The denominator of the fraction is the sum of the digits representing the years of useful life, i. e., 5, 4,3, 
2, and 1, or 15. * 


Example (2). Assume in connection with an asset acquired in 
1954 that % of a year’s depreciation is allowable in that year. The 
following illustrates a reasonable method of allocating deprecia- 
tion : 

Allowable depreciation 

Depreciation — — 

for 12 months 1954 1955 1956 

1st year $500 (3/4) $375 (1/4) $125 

2d year 400 (3/4) 300 (1/4) $100 

3d year 1 __ 300 (3/4) 225 


$375 $425 $325 


(ii) Change in useful life . — Where in the case of a single asset, a 
change is justified in the useful life, subsequent computations shall be 
made as though the remaining useful life at the beginning of the tax- 
able year of change were the useful life of a new asset acquired at such 
time and with a basis equal to the unrecovered cost or other basis of the 
asset at that time. For example, assume that a new asset with an 
estimated useful life of ten years is purchased in 1954. At the time 
of making out his return for 1959, the taxpayer finds that the asset has 
a remaining useful life of seven years from January 1, 1959. Depre- 
ciation for 1959 should then be computed as though 1959 were the 
first year of the life of an asset estimated to have a useful life of seven 
years, and the allowance for 1959 would be 7/28 of the unrecovered 
cost or other basis of the asset after adjustment for salvage. 

(2) Remaining life . — (i) Application . — Under the sum of the years- 
digits method, annual allowances for depreciation may also be com- 
puted by applying changing fractions to the unrecovered cost or other 
basis of the asset reduced by estimated salvage. The numerator of the 
fraction changes each year to a number which corresponds to the re- 
maining useful life of the asset (including the year for which the al- 
lowance is being computed), and the denominator changes each year 
to a number which represents the sum of the digits corresponding to 
the years of estimated remaining useful life of the asset. For decimal 
equivalents of such fractions see Table I below. For example, a new 
asset with an estimated useful life of 10 years is purchased January 1, 
1954,. for $6,000. ? Assuming a salvage value of $500, the depreciation 
allowance for 1954 is $1,000 ($5,500X0.1818, the applicable rate from 


416926°— 57 10 
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Table I). For 1955, the unrecovered balance is $4,500, and the re- 
maining life is 9 years. The depreciation allowance for 1955 would 
then be $900 ($4,500X0.2000, the applicable rate from Table I). 

lit) Table L — This table shows decimal equivalents of sum of the 
years-digits fractions corresponding to remaining lives from 1 to 100 
years. 

Table I. — Decimal Equivalent for Use. of Sum of the Years-Digits 
Method, Based on Eemaining Life 


Remaining Decimal 
life ( years ) equivalent 


Remaining Decimal 
life (years j equivalent 


300.0 0.0198 

09.9 . 019S 

90.8 . 0198 

99.7 . 0199 

99.0 . 0199 

99.5 0199 

99.4 . 0199 

99.3 0199 

99.2 . 0200 

90.1 0200 

99.0 . 0200 

98.9 . 0200 

98.8 0200 

98.7 . 0201 

98.6 0201 

98.5 0201 

98.4 0201 

98.3 .0201 

98.2. 0202 

98.1. 0202 

55.0 .0202 

97.9 . 0202 

97.8 0202 

97.7 0203 

97.6. 0203 

97.5 0203 

97.4 . 0203 

97.3 . 0203 

97.2 0204 

97.1 . 0204 

97.0 . 0204 

96.9 . 0204 

96.8 . 0204 

96.7 0205 

96.6. 0205 

96.5 .0205 

96.4 0205 

96.3 . 0206 

96.2 . 0206 

96.1— 0206 

96.0 . 0206 

95.9 . 0206 

95.8 0207 

95.7 . 0207 

95.6 .0207 

95.5 .0207 

95.4 0207 

95.3 . 0208 

95.2 . 0208 

95.1 .0208 

95.0 . 0208 


Remaining Decimal 
life (gears) equivalent 

94.8 0 . 0209 

94.7 . 0209 

94.6 . 0209 

94.5 . 0209 

94.4 . 0210 

94.3 . 0210 

94.2 ... .0210 

94.1 .0210 

94.0 0211 

93 . 9 . .0211 

93.8 . 0211 

93.7 . 0211 

93.6 0211 

93.5 . 0212 

93.4 0212 

93 . 3 - 0212 

93.2 0212 

93.1 . 0213 

93 . 0 _ . 0213 

92 . 9 . 0213 

92.8 . 0213 

93 . 7 - 0213 

92.6 . 0214 

92 . 5 - 0214 

92.4 . 0214 

92.3 . 0214 

92.2 0215 

92.1 . 0215 

92 . 0 . . 0215 

91.9 . 0215 

91.8 0216 

91.7 . 0216 

91.6 . 0216 

91.5 . 0216 

91 . 4 - . 0216 

91.3 . 0217 

91-2 _ . 0217 

91.1 .0217 

91-0 0217 

90.9 . 0218 

90.8 . 0218 

90 . 7 . 0218 

90.6 0218 

90 . 5 . 0219 

90.4 . 0219 

90 . 3 . 0219 

90.2 . 0219 

90.1 . 0220 

90.0 . 0220 

89.9 0220 

89 . 8 . 0220 

89-7 0221 


89.6 

0 . 0221 

89.5 

. 0221 

89 . 4 __ 

. 0221 

89.3 

. 0221 

89.2 

. 0222 

89.1 

. 0222 

89.0 

. 0222 

88.9 

. 0222 

88.8 

. 0223 

88.7 

. 0223 

88.6 

. 0223 

88.5 

.0223 

88.4 

. 0224 

88.3 

. 0224 

88.2 

. 0224 

88.1 

. 0224 

88.0 

. 0225 

87.9 

. 0225 

87.8 

. 0225 

87.7 

. 0225 

87.6 

. 0226 

87.5 

.0226 

87.4 

.0226 

87.3 

. 0226 

87.2 

. 0227 

87.1 

.0227 

87.0 

. 0227 

86.9 

. 0228 

86.8 

. 0228 

86.7 

.0228 

86 . 6 - 

.0228 

86.5 

. 0229 

86.4 

.0229 

86.3 

.0229 

86.2 

. 0229 

86.1 

.0230 

86.0 

.0230 

85.9 

. 0230 

85.8 

.0230 

85.7 

.0231 

85.6 

.0231 

85.5 

.0231 

85.4 

.0231 

85.3 

. 0232 

85.2 

. 0232 

85.1 

. 0232 

85.0 

.0233 

84.9 

. 0233 

84.8 

. 0233 

84.7 

. 0233 

84.6 

.0234 

84.5 

.0234 


Remaining 

Decimal 

life (years) 

equivalent 

84.4 

0 . 0234 

84.3 

. 0234 

84 . 2 _ 

. 0235 

84.1 

. 0235 

84.0 

. 0235 

83.9 

. 0236 

83.8 

. 0236 

83.7 

. 0236 

83.6 

. 0236 

83.5 

. 0237 

83.4 

. 0237 

83.3 

. 0237 

83.2 

. 0238 

83.1 

. 0238 

83.0 

. 0238 

82 . 9 __ 

. 0238 

82.8 

. 0239 

82.7 

. 0239 

82.6 

. 0239 

82 . 5 _ 

. 0240 

82 . 4 _ - T _ _ 

. 0240 

82.3 

. 0240 

82.2 

.0240 

82.1 

. 0241 

82.0 

. 0241 

81.9 

. 0241 

81.8 

. 0242 

81.7 

. 0242 

81.6 

. 0242 

81.5 

. 0242 

81.4 

. 0243 

81.3 

. 0243 

81.2 

. 0243 

81.1 

. 0244 

81 . 0 __.-_- 

. 0244 

80.9 

. 0244 

80 . 8 - . 

. 0244 

80.7 

. 0245 

80.6 

. 0245 

80.5 

. 0245 

80.4 

. 0246 

80 . 3 — 

. 0246 

80.2 

. 0246 

80.1 

. 0247 

80.0 

. 0247 

79 . 9 — 

. 0247 

79.8 

. 0248 

79.7 

. 0248 

79 . 6 —— 

. 0248 

79.5 

. 0248 

79.4 

. 0249 

79.3 

. 0249 
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Table I. — Decimal Equivalent for Use of Sum of the Years-Digits 
Method, Based on Remaining Life — Continued 


Remaining 

Decimal 

life (years) 

equivalent 

79.2 

0 . 0249 

79.1 

. 0250 

79.0 

.0250 

78.9 

. 0250 

78.8 

. 0251 

78.7 

. 0251 

78.6 

. 0251 

78.5 

. 0252 

78.4 

. 0252 

78.3 

. 0252 

78.2 

. 0253 

78.1 

. 0253 

78.0 

. 0253 

77.9 

. 0253 

77.8 

.0254 

77.7 

. 0254 

77.6 

. 0254 

77.5 

.0255 

77.4 

.0255 

77.3 

. 0255 

77.2 

.0256 

77.1 

. 0256 

77.0 

. 0256 

76.9 

.0257 

76.8 

. 0257 

76.7 

.0257 

76.6 

. 0258 

76.5 

.0258 

76.4 

. 0258 

76 . 3 —— 

.0259 

76.2 

.0259 

76.1 

.0259 

76.0 

. 0260 

75.9 

.0260 

75.8 

. 0260 

75.7 

. 0261 

75.6 

. 0261 

75.5 

. 0261 

75.4 

. 0262 

75.3 

. 0262 

75 . 2 _ 

. 0262 

75.1 

. 0263 

75.0 

.0263 

74.9 

.0264 

74.8 

.0264 

74.7 

.0264 

74.6 

.0265 

74.5 

.0265 

74.4 

.0265 

74.3 

.0266 

74 . 2 — 

.0266 

74.1 

.0266 

74.0 

.0267 

73.9 

.0267 

73.8 

. 0267 

73.7 

.0268 

73.6 

. 0268 

73 . 5 — 

. 0268 

73 . 4 —— 

. 0269 

73 . 3 - 

.0269 

73 . 2 — 

. 0270 


Remaining 

Decimal 

life (years) 

equivalent 

73.1 

. 0 . 0270 

73.0 

_ . 0270 

72.9 

- . 0271 

72.8 

- . 0271 

72.7 

- . 0271 

72.6 

- . 0272 

72.5 

- . 0272 

72.4 

. . 0272 

72.3 

- . 0273 

72.2 

. . 0273 

72.1 

. . 0274 

72.0 

. . 0274 

71.9 

. . 0274 

71.8 

. . 0275 

71.7 

_ . 0275 

71.6 

. . 0275 

71.5 

- . 0276 

71.4 

. . 0276 

71.3 

. . 0277 

71.2 

- . 0277 

71.1 

. . 0277 

71.0 

. . 0278 

70.9 

- . 0278 

70 . 8 — 

- . 0279 

70.7 

. . 0279 

70.6 

- . 0279 

70.5 

- . 0280 

70.4 

_ . 0280 

70.3 

_ . 0280 

70.2 

- .0281 

70.1 

. . 0281 

70.0 

- . 0282 

69.9 

- . 0282 

69.8 — 

_ . 0282 

69.7 

- . 0283 

69.6 

. . 0283 

69.5 

. . 0284 

69 . 4 — 

_ . 0284 

69.3 

- . 0284 

69.2 

_ . 0285 

69.1 

- . 0285 

69.0 

- . 0286 

68.9 

_ . 0286 

68.8 

. . 0287 

68.7 

_ . 0287 

68 . 6 — 

_ . 0287 

68.5 

. . 0288 

68.4 

_ . 0288 

68.3 

, . 0289 

68.2 

- .0289 

68.1 

_ . 0289 

68.0 

- . 0290 

67.9 

- . 0290 

67 . 8 „ 

- . 0291 

67.7 

. . 0291 

67.6 

_ . 0292 

67.5 

> . 0292 

67.4 

. . 0292 

67 . 3 - 

_ . 0293 

67.2 

- ; 0293 

67.1 

_ . 0294 


Remaining Decimal 
life (years) equivalent 


67.0 

0 . 0294 

66.9 

. 0295 

66.8 

. 0295 

66.7 

. 0295 

66.6 

. 0296 

66.5 

. 0296 

66 . 4 - 

. 0297 

66.3 

. 0297 

66.2 

. 0298 

66.1 

. 0298 

66.0 

. 0299 

65.9 - 

. 0299 

65.8 

. 0299 

65.7 

. 0300 

65.6 

. 0300 

65.5 

. 0301 

65.4 

. 0301 

65 . 3 _ 

. 0302 

65.2 

. 0302 

65.1 

. 0303 

65.0 

. 0303 

64.9 

. 0303 

64.8 

. 0304 

64.7 

. 0304 

64.6 

. 0305 

64.5 

. 0305 

64.4 

. 0306 

64.3 

. 0306 

64.2 

. 0307 

64.1 

. 0307 

64.0 

. 0308 

63.9 

. 0308 

63.8 

. 0309 

63.7 

. 0309 

63.6 

. 0310 

63 . 5 _ 

. 0310 

63.4 

. 0311 

63.3 

. 0311 

63.2 

. 0312 

63.1 

. 0312 

63.0 

. 0313 

62.9 

. 0313 

62.8 

. 0313 

62.7 

. 0314 

62.6 

. 0314 

62.5 

. 0315 

62.4 

. 0315 

62.3 

. 0316 

62.2 

. 0316 

62.1 

. 0317 

62.0 

. 0317 

61.9 

. 0318 

61.8 

. 0318 

61 . 7 _ 

. 0319 

61.6 

. 0319 

61.5 

. 0320 

61 . 4 . 

. 0320 

61.3 

. 0321 

61.2 

.0322 

61.1 

.0322 

61.0 

. 0323 


Remaining Decimal 
life ( years ) equivalent 


60.9 0.0323 

60 . 8 - 0324 

60.7 . 0324 

60.6 . 0325 

60.5 0325 

60.4 . 0326 

60 . 3 . 0326 

60.2 . 0327 

60.1 . 0327 

60 . 0 . 0328 

59 . 9 . 0328 

59.8 . 0329 

59 . 7 . 0329 

59 . 6 . 0330 

59.5 . 0331 

59.4 0331 

59.3 0332 

59.2 . 0332 

59.1 . 0333 

59.0 . 0333 

58 . 9 _ . 0334 

58.8 . 0334 

58.7 . 0335 

58.6 . 0336 

58.5 . 0336 

58.4 . 0337 

58.3 . 0337 

58.2 . 0338 

58.1 . 0338 

58.0 . 0339 

57.9 . 0340 

57.8 . 0340 

57 . 7 _ 0341 

57 . 6 . 0341 

57.5 . 0342 

57 . 4 . 0342 

57.3 . 0343 

57.2 . 0344 

57 . 1 - 0344 

57 . 0 - 0345 

56 . 9 - 0345 

56.8 0346 

56.7 . 0347 

56.6 . 0347 

56.5 . 0348 

56.4 . 0348 

56 . 3 - 0349 

56.2 . 0350 

56 . 1 — . 0350 

56.0 . 0351 

55 . 9 - 0351 

55.8 0352 

55.7 . 0353 

55.6 0353 

55 . 5 - 0354 

55.4 . 0355 

55 . 3 - . 0355 

55.2 . 0356 

55.1 . 0356 

55.0 0357 

54.9 . 0358 
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Table I. — Decimal Equivalent foe Use of Sum of the Years-Digits 
Method, Based on Remaining Life — Continued 


Remaining 

Decimal 

Remaining 

Decimal 

life (years) 

equivalent 

life (years) 

equivalent, 

54.8 

0. 0358 

48.7 

0. 0402 

54.7 

. 0359 

48.6 

. 0403 

54.6 

.0360 

48.5 

. 0404 

54.5 

.0360 

48.4 

. 0405 

54.4 

. 0361 

48.3 

. 0406 

54.3 

.0362 

48.2 

. 0406 

54.2 

.0362 

48.1 

. 0407 

54.1 

. 0363 

48.0 

.0408 

54.0 

. 0364 

47.9 

.0409 

53.9 

. 0364 

47.8 

. 0410 

53.8 

. 0365 

47.7 

. 0411 

53.7 

. 0366 

47.6 

. 0411 

53.6 

. 0366 

47.5 

. 0412 

53.5 

. 0367 

47.4 

.0413 

53.4 

. 0368 

47.3 

. 0414 

53.3 

. 0368 

47.2 

.0415 

53.2 

. 0369 

47.1 

.0416 

53.1 

.0370 

47.0 

.0417 

53.0 

.0370 

46.9 

.0418 

52.9 

. 0371 

46.8 

.0418 

52.8 

. 0372 

46.7 

.0419 

52.7 

.0372 

46.6 

.0420 

52.6 

. 0373 

46.5 

. 0421 

52.5 

. 0374 

46.4 

. 0422 

52.4-, 

. 0374 

46.3 

.0423 

52.3 

.0375 

46.2 

.0424 

52.2 

.0376 

46.1 

.0425 

52.1 

.0377 

46.0 

.0426 

52.0 

.0377 

45.9 

. 0426 

51.9 

.0378 

45.8 _ 

.0427 

51.8 

. 0379 

45.7 

.0428 

51.7 

. 0379 

45.6 

.0429 

51.6 

.0380 

45.5 

.0430 

51.5 

.0381 

45.4 

.0431 

51.4 

.0382 

45.3 

.0432 

51.3 

.0382 

i 45.2 

.0433 

51.2_ 

.0383 

45.1 

.0434 

51.1 

. 0384 

45.0 

.0435 

51.0 

.0385 

44.9 

.0436 

50.9 

.0385 

44.8 

.0437 

50.8 

.0386 

44.7 

. 0438 

50,7 

. 0387 

44.6 

.0439 

50.6 

. 0388 

44.5 

.0440 

50.5 

.0388 

44.4 

.0440 

50.4_ 

. 0389 

44.3 

.0441 

50.3 

. 0390 

44.2 

.0442 

50.2_ 

.0391 

.0391 

44.1 

44.0 

. 0443 
.0444 

50.1. ... 

50.0 

. 0392 

43.9 

.0445 

49.9 

.0393 

f 43.8 

.0446 

49. S 

.0394 

43 7 

.0447 

.0448 

49.7 

.mu 

43.6 

49.6 

, 0395 

43.5 

.0449 

49.5 

. 0396 

43.4 

.0450 

49.4 

.0397 

43.3 

.0451 

49.3 

49.2 

, 0398 
. 0398 

43.2 

43.1 

.0452 

.0453 

49.1 

.0399 

43.0 

.0455 

49.0 

.0400 

i 42.9 

. 0456 

48.9 

. 0401 

42.8 

.0457 

48.8 

. 0402 

42.7 

.0458 
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Remaining 

Decimal 

Remaining Decimal 

life (years) 

equivalent 

life (years) equivalent 

42.6 

0.0459 

36.5 

.. 0. 0533 

42.5 

. 0460 

36.4 

-- .0535 

42.4 

. 0461 

36.3 

— .0536 

42.3 

.0462 

36.2 

__ . 0538 

42.2 

.0463 

36.1 

— .0539 

42.1 

. 0464 

36.0 

- . 0541 

42.0 

. 0465 

35.9 

— .0542 

41.9 

. 0466 

35.8 

.0543 

41.8 

. 0467 

35.7 

-- .0545 

41.7 

. 0468 

35.6 

.. . 0546 

41.6 

. 0469 

35.5 

.. . 0548 

41.5 

.0471 

35.4 

. 0549 

41.4 

. 0472 

35.3 

— . 0551 

41.3 

. 0473 

35.2 

.. . 0552 

41.2 

. 0474 

35.1 

-- .0554 

41.1 

.0475 

35.0 

— .0556 

41.0 

.0476 

34.9 

— . 0557 

40.9 

.0477 

34.8 

— . 0559 

40.8 

. 0478 

34.7_ 

.. . 0560 

40.7 

. 0480 

34.6 

-- . 0562 

40.6 

. 0481 

34.5 

—■ .0563 

40.5 

.0482 

34.4_„__ 

~ . 0565 

40.4 

0483 

34.3 

— . 0566 

40.3 

.0484 

34.2 

-- . 0568 

40.2 

.0485 

34.1 

— . 0570 

40.1 

.0487 

34.0 

— .0571 

40.0 

.0488 

33.9 

— .0573 

39.9 

.0489 

33.8 

__ .0575 

39.8 

. 0490 

33.7 

. 0576 

39.7 

. 0491 

33.6_— 

-- .0578 

39.6 

.0493 

33.5 

— .0580 

39.5 

.0494 

33.4 

~ .0581 

39.4 

.0495 

33.3 

.0583 

39.3 

.0496 

33.2 

- .0585 

39.2 

.0497 

33.1 

. 0586 

39.1 

.0499 

33.0 

-- .0588 

39.0 

. 0500 

32.9 

— .0590 

38.9 

. 0501 

32.8 

~ . 0592 

38.8 

. 0502 

32.7 

__ . 0593 

38.7__— __ 

.0504 

32.6 

— .0595 

38.6 

. 0505 

32.5. 

-- .0597 

38.5 _. 

.0506 

32.4 

__ .0599 

38.4_ 

. 0508 

32.3 

-- .0600 

38.3 

.0509 

32.2 

— .0602 

38.2 

. 0510 

32.1 

.0604 

38.1 

.0511 

32.0.... 

-- .0606 

38.0. 

.0513 

31.9. 

-- .0608 

37.9 

.0514 

31.8 

-- .0610 

37.8 

. 0515 

31.7 

__ .0611 

37.7. 

.0517 

31.6 

-- .0613 

37.6 

. 0518 

31.5 

-- . 0615 

37.5 

. 0519 

31.4 

__ .0617 

37.4^ 

.0521 

31.3 

-- .0619 

37.3 

.0522 

31.2 

.. .0621 

37.2 

. 0524 

31.1 

.0623 

37.1 

.0525 

31.0 

-- .0625 

37.0 

. 0526 

30.9 

.0627 

36.9 

.0528 

30.8 

. 0629 

36.8. 

.0529 

30.7 

.0631 

36.7. 

. 0530 

30.6 

- .0633 

36.6 

.0532 

30.5 

- .0635 
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Table I. — Decimal Equivalent for Use of Sum of the Years-Digits 
Method, Based on Remaining Life — Continued 


Remaining Decimal 
life (gears) equivalent 


30.4 0.0637 

30.3 . 0639 

30.2 . 0641 

30.1 . 0643 

30.0 . 0645 

29.9 . 0647 

29.8 . 0649 

29.7 . 0651 

29.6 . 0653 

29.5 . 0656 

29.4 - . 0658 

29.3 . 0660 

29.2 .0662 

29.1 0664 

29.0 . 0667 

28.9 . 0669 

28.8 . 0671 

28.7 - . 0673 

28.6 . 0675 

28.5 . 0678 

28.4 . 0680 

28 . 3 _ 0682 

28 . 2 _ 0685 

28.1 . 0687 

28 . 0 - 0690 

27.9 . 0692 

27.8 . 0694 

27 . 7 _ 0697 

27.6 . 0699 

27.5 0702 

27.4 0704 

27.3 . 0707 

27.2 0709 

27.1 0712 

27.0 . 0714 

26.9 0717 

26.8 . 0719 

26.7 . 0722 

26.6 . 0724 , 

26.5 . 0727 

26.4 . 0730 

26.3 0732 

26 . 2 _ 0735 

26.1 . 0738 

26 . 0 - 0741 

25.9 0743 

25.8 . 0746 

25 . 7 - 0749 

25.6 . 0752 

25.5 . 0754 

25.4 . 0757 

25.3 0760 

25.2 . 0763 

25.1 . 0766 

25 . 0 _ 0769 

24.9 . 0772 

24.8 . 0775 

24.7 . 0778 

24.6 . 0781 

24.5 . 0784 

24.4 . 0787 


Remaining 

Decimal 

life (years) 

equivalent 

24.3 

. 0 . 0790 

24.2 

- . 0793 

24.1 

_ . 0797 

24.0 

- . 0800 

23.9 

. . 0803 

23.8 

. . 0806 

23.7 

- . 0809 

23.6 

- . 0813 

23.5 

_ . 0816 

23.4 

- . 0819 

23.3 

_ . 0823 

23.2 

. . 0826 

23.1 

- . 0830 

23.0 

_ . 0833 

22.9 

- . 0837 

22.8 

- . 0840 

22.7 

. . 0844 

22.6 

- . 0847 

22.5 

_ . 0851 

22.4 

_ . 0854 

22.3 

_ . 0858 

22.2 

_ . 0862 

22.1 

- . 0866 

22.0 

_ . 0870 

21.9 

_ . 0873 

21.8 

. . 0877 

21.7 

- . 0881 

21.6 

- . 0885 

21.5 

. . 0888 

21.4 

- . 0892 

21.3 

- . 0896 

21.2 

- . 0901 

21.1 

_ . 0905 

21.0 

. . 0909 

20.9 

_ . 0913 

20.8 

_ . 0917 

20.7 

- . 0921 

20.6 

- . 0925 

20.5 

. . 0930 

20.4 

_ . 0934 

20.3 

_ . 0939 

20.2 

. . 0943 

20.1 

_ . 0948 

20.0 

. . 0952 

19.9 

_ . 0957 

19.8 

_ . 0961 

19.7 

. . 0966 

19.6 

. . 0970 

19.5 

. . 0975 

19.4 

_ . 0980 

19.3 

. . 0985 

19.2 

. . 0990 

19.1 

. . 0995 

19 . 0 — 

. . 1000 

18.9 

. . 1005 

18.8 

- . 1010 

18.7 

- . 1015 

18.6 

- . 1020 

18.5 

. . 1025 

18.4 

. . 1030 

18.3 

- . 1036 


Remaining Decimal 
life (yearsj equivalent 


18 . 2 „ 


0 . 1041 

18 . 1 __ 


. 1047 

18 . 0 - 


. 1053 

17 . 9 - 



. 1058 

17 . 8 .. 


. 1063 

17 . 7 .. 


. 1069 

17 . 6 .. 


. 1074 

17 . 5 - 


. 1080 

17 . 4 - 


. 1086 

17 . 3 - 


. 1092 

17 . 2 - 


. 1098 

17 . 1 - 



. 1105 

17 . 0 - 


. 1111 

16 . 9 - 


. 1117 

16 . 8 - 


. 1123 

16 . 7 - 



. 1129 

16 . 6 __ 


. 1135 

16 . 5 - 


. 1142 

16 . 4 - 


. 1148 

16 . 3 - 


. 1155 

16 . 2 „ 


. 1162 

16 . 1 „ 


. 1169 

16 . 0 - 


. 1176 

15 . 9 - 


. 1183 

15 . 8 - 


. 1190 

15 . 7 - 


. 1197 

15 . 6 „ 


. 1204 

15 . 5 - 


. 1211 

15 . 4 - 


. 1218 

15 . 3 - 


. 1226 

15 . 2 „ 


. 1234 

15 . 1 - 


. 1242 

15 . 0 - 


. 1250 

14 . 9 - 


. 1257 

14 . 8 - 



. 1265 

14 . 7 — 


. 1273 

14 . 6 - 


. 1281 

14 . 5 - 


. 1289 

14 . 4 - 


. 1297 

14 . 3 „ 


. 1306 

14 . 2 - 


. 1315 

14 . 1 - 


. 1324 

14 . 0 - 


. 1333 

13 . 9 - 


. 1342 

13 . 8 - 


. 1350 

13 . 7 - 


. 1359 

13 . 6 - 


. 1368 

13 . 5 - 



. 1378 

13 . 4 „ 


. 1387 

13 . 3 - 


. 1397 

13 . 2 - 


. 1407 

13 . 1 - 


. 1418 

13 . 0 - 



. 1429 

12 . 9 - 



.1438 

12 . 8 - 


. 1448 

12 . 7 - 


.1458 

12 . 6 - 


. 1469 

12 . 5 - 


. 1479 

12 . 4 - 



. 1490 

12 . 3 - 



. 1502 

12 . 2 - 

... - 

. 1514 


Remaining Decimal 
life (years) equivalent 


12.1 0.1526 

12.0 . 1538 

11.9 . 1549 

11.8 . 1561 

11.7 . 1573 

11.6 . 1585 

11.5 . 1597 

11.4 . 1610 

11.3 . 1624 

11.2 . 1637 

11.1 . 1652 

11.0 . 1667 

10 . 9 . 1680 

10.8 . 1693 

10 . 7 - 1707 

10.6 . 1721 

10.5 . 1736 

10.4 . 1751 

10.3 . 1767 

10.2 . 1783 

10.1 . 1800 

10 . 0 - 1818 

9.9 . 1833 

9.8 . 1849 

9.7 . 1865 

9.6 . 1882 

9.5 . 1900 

9.4 . 1918 

9.3 . 1938 

9.2 . 1957 

9.1 . 1978 

9.0 ... . 2000 

8.9 . 2018 

8.8 . 2037 

8.7 . 2057 

8 . 6 . 2077 

8.5 . 2099 

8.4 . 2121 

8.3 . 2145 

8.2 2169 

8.1 . 2195 

8.0 . 2222 

7.9 . 2244 

7.8 . 2267 

7.7 . 2292 

7.6 . 2317 

7.5 . 2344 

7 . 4 —- .2372 

7.3 . 2401 

7.2 2432 

7 . 1 - 2465 

7 . 0 - 2500 

6.9 . 2527 

6.8 - .2556 

6.7 . 2587 

6.6 . 2619 

6.5 . 2653 

6.4 . 2689 

6.3 - .2727 

6.2 . 2768 

6.1 . 2811 


§ 1* 167 (b)-3(a) (2) (ii) 
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Table I.— Decimal Equivalent for Use of Sum of the Years-Digits 
Method, Based on Remaining Life — Continued 




Remaining 

Decimal 

Remaining 

Decimal 

Remaining 

Decimal 

life (years) 

equivalent 

life (years) 

eauivalent 

life (years) 

equivalent 

life (years) 

equivalent 

6 0 ... 

. 0. 2857 

4.7 

. 0. 3481 

3.4 

. 0.4474 

2.1—.:— 

0. 6364 


. . 2892 

4.6 

. . 3538 

3.3 

.4583 

2.6—— 

.6667 

- ^ 

. 2929 

4.5 

. . 3600 

3.2 

.4706 

1.9 

.6786 

5 7 

„ . 2969 

4.4 

_ . 3667 

3.1 

.4844 

1.8 - 

.6923 


. .3011 

4.3 

. . 3739 

3.0 

.5000 

1.7 

.7083 

5,5 

. . 3056 

4.2 

. . 3818 

2.9 

. 5088 

1.6—— 

.7273 

5.4 

_ . 3103 

4.1 

. . 3905 

2.8 

. 5185 

1.5 

.7500 

5.3 

. . 3155 

4.0 

.4000 

2.7 

. 5294 

1.4 

.7778 

5.2... 

. .3210 

3.9 

.4063 

2.6.. 

. 5417 

1.3 

.8125 

5 ! 

. 3269 

3.8 

. 4130 

2.5 

. 5556 

1.2 

.8571 

5.0 

. . 3333 

3.7_ 

.4205 

2.4___ 

. 5714 

1.1 

. 9167 

4.0 

_ . 3379 

3.6 

.4286 

2.3 

.5897 

1.0 

1. 0000 

4.8 

. . 3429 

3.5 

.4375 

2.2 

. 6111 




Note: For determination of decimal equivalents of remaining lives falling between those shown in the 
r. t::a un payer may use the next longest life shown in the table, interpolate from the table, or 
:i,; j ior:::u:a from which the table was derived. 


D (W+2F)(\V+l) 

Where: J>= Decimal equivalent. 

R= Remaining life. 

W = Whole number of years in remaining life. 

Fractional part of year in remaining life. 

If the taxpayer desires to carry his calculations of decimal equivalents to a greater number of decimal places 
than is provided in the table, he may use the formula. The procedure adopted must be consistently 
followed thereafter. 


(b) Applied to group , classified , or composite accounts. — (1) Gen- 
eral rule . — The sum of the years-digits method may be applied to 
group, classified, or composite accounts in accordance with the plan 
described in subparagraph (2) of this paragraph or in accordance 
with other plans as explained in subparagraph (3) of this paragraph. 

(2) Remaining life plan . — The remaining life plan is applied to 
a single asset is described in paragraph (a) (2) of § 1.167 (b)-3. This 
plan may also be applied to group, classified, or composite accounts. 
Under this plan the allowance for depreciation is computed by apply- 
ing changing fractions to the unrecovered cost or other basis of the 
account reduced by estimated salvage. The numerator of the fraction 
changes each year to a number which corresponds to the remaining 
useful life of the account (including the year for which the allowance 
is being computed), and the denominator changes each year to a num- 
ber which represents the sum of the years digits corresponding to 
the years of estimated remaining useful life of the account. Deci m al 
equivalents of such fractions can be obtained by use of Table I under 
paragraph (a) (2) (it) of § 1.167 (b)-3. The proper application of 
this method requires that the estimated remaining useful life of the 
account be determined each year. This determination, of course, may 
be made each year by analysis, i. e., by determining the remaining 
lives for each of the components in the account, and averaging them. 
The estimated remaining life of any account, however, may also be 
determined arithmetically. For example, it may be computed by 
dividing the unrecovered cost or other basis of the account, as com- 
puted by straight line depreciation, by the gross cost or other basis 

§Ulf7{h)«3(b)(l) 
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of the account, and multiplying the result by the average life of the 
assets in the account. Salvage value is not a factor for the purpose of 
determining remaining life. Thus, if a group account with an average 
life of ten years had at January 1, 1958, a gross asset balance of $12,600 
and a depreciation reserve computed on the straight line method of 
$9,450, the remaining life of the account at January 1, 1958, would be 
computed as follows : 

$12,600-$9,450 J _. , A , n _ 

<g -[9 gQQ times 10 years equals 2.50 years. 

(i) Example. The use of the sum of the years-digits method with 
group, classified, or composite accounts under the remaining life plan 
is illustrated by the following example: A calendar year taxpayer 
maintains a group accomit to which a five-year life is applicable. 
Original investment, additions, retirements, and salvage recoveries are 
the same as those set forth in example (8) of § 1.167 (b)-l (b) . 


1.167(b)-3(b)(2) 



Depreciation comput ations on a group account under remaining life plan 


148 



1.167(b)-3(b)(2) 



149 


(3) Other plans for application of the sum of the years-digits 
method .-^ Taxpayers who wish to use the sum of the years-digits 
method in computing depreciation for group, classified, or composite 
accounts in accordance with a sum of the years-digits plan other than 
the remaining life plan described herein may do so only with the con- 
sent of the Commissioner. Request for permission to use plans other 
than that described shall be addressed to the Commissioner of Internal 
Revenue, Washington 25, D. C. 

§ 1.167 (b)-4 Other Methods. — (a) Under section 167(b)(4) a 
taxpayer may .use any consistent method of computing depreciation, 
such as the sinking fund method, provided depreciation allowances 
computed in accordance with such method do not result in accumulated 
allowances at the end of any taxable year greater than the total of the 
accumulated allowances which could have resulted from the use of the 
declining balance method described in section 167 (b) (2) . This limita- 
tion applies only during the first two-thirds of the useful life of the 
property. For example, an asset costing $1,000 having a useful life of 
six years may be depreciated under the declining balance method in 
accordance with § 1.167(b)-2, at a rate of 33% percent. . During the 
first four years or % of its useful life, maximum depreciation allow- 
ances under the declining balance method would be as follows : 

Current Accumulated 
depreciation depreciation Balance 


Cost of asset $1, 000 

1st year $333 $333 667 

2d year 222 555 445 

3d year 148 703 297 

4th year 99 802 198 


An annual allowance computed by any other method under section 
167 (b) (4) could not exceed $333 for the first year, and at the end of 
the second year the total allowances for the two years could not exceed 
$555. Likewise, the total allowances for the three years could not 
exceed $703 and for the four years could not exceed $802. This limi- 
tation would not apply in the fifth and sixth years. See section 
167(c) and § 1.167 (c)-l for restrictions on the use of certain methods. 

(b) It shall be the responsibility of the taxpayer to establish to the 
satisfaction of the Commissioner that a method of depreciation under 
section 167 (b) (4) is both a reasonable and consistent method and that 
it does not produce depreciation allowances in excess of the amount 
permitted under the limitations provided in such section. 

§ 1.167(c) Statutory Provisions; Depreciation; Limitations 
on Use op Certain Methods and Rates. 

SEC. 167. DEPRECIATION. * * * 

(e) Limitations on Use of Certain Methods and Rates. — Paragraphs 
(2), (3), and (4) of subsection (b) shall apply only in the case of property 
(other than intangible property) described in subsection (a) with a useful 
life of 3 years or more — 

(1) the construction, reconstruction, or erection of which is completed 
after December 31, 1953, and then only to that portion of the basis which 
is properly attributable to such construction, reconstruction, or erection 
after December 31, 1953, or 

(2) acquired after December 31, 1953, if the original use of such prop- 
erty commenced with the taxpayer and commences after such date. 

§ 1.167(c) 
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§ 1 . 167 (c)-! Limitations on Methods of Computing Deprecia- 
tion Under Section 167(b)(2), (3), and (4). — (a) In general, 

(1) Section 167(c) provides limitations on the use of the declining 
balance method described in section 167(b) (2), the sum of the years- 
digits method described in section 167(b) (3), and certain other meth- 
ods authorized by section 167(b) (4). These methods are applicable 
only to tangible property having a useful life of three years or more. 
If construction, reconstruction, or erection by the taxpayer began 
before January 1 , 1954, and was completed after December 31, 1953, 
these methods apply only to that portion of the basis of the property 
which is properly attributable to such construction, reconstruction, 
or erection after December 31, 1953. Property is considered as con- 
structed, reconstructed, or erected by the taxpayer if the work is done 
for him in accordance with his specifications.. The portion of the 
basis of such property attributable to construction, reconstruction, or 
erection after December 31, 1953, consists of all costs of the property 
allocable to the period after December 31, 1953, including the cost or 
other basis of materials entering into such work. It is not necessary 
that such materials be acquired after December 31, 1953, or that they 
be new in use. If construction or erection by the taxpayer began 
after December 31, 1953, the entire cost or other basis of such con- 
struction or erection qualifies for these methods of depreciation. In 
the case of reconstruction of property, these methods do not apply 
to any part of the adjusted basis of such property on December 31, 
1953. For purposes of this section, construction, reconstruction, or 
erection by the taxpayer begins when physical work is started on such 
construction, reconstruction, or erection. 

(2) If the property was not constructed, reconstructed, or erected 
by the taxpayer, these methods apply only if it was acquired after 
December 31, 1953, and if the original use of the property commences 
with the taxpayer and commences after December 31, 1953. For the 
purpose of the preceding sentence, property shall be deemed to be 
acquired when reduced to physical possession, or control. The term 
“original use” means the first use to which the property is put, whether 
or not such use corresponds to the use of such property by the taxpayer. 
For example, a reconditioned or rebuilt machine acquired after De- 
cember 31, 1953, will not be treated as being put to original use by the 
taxpayer even though it is put to a different use, nor will a horse ac- 
quired for breeding purposes be treated as being put to original use by 
the taxypayer if prior to the purchase the horse was used for racing 
purposes. See §§ 1.167 (b)-2, 1.167 (b)-3, and 1.167 (b)-4 for applica- 
tion of the various methods. 

(3) Assets having an estimated average useful life of less than three 
yeras shall not be included in a group, classified, or composite account 
to which the methods described in §§ 1.167(b) -2, 1.167(b) -3, and 
1.167(b) -4 are applicable. However, an incidental retirement of 
an asset from such an account prior to the expiration of a useful life 
of three years will not prevent the application of these methods to 
such an account. 

(4) See section 381(c) (6) and the regulations thereunder for rules 
covering the use of depreciation methods by acquiring corporations 
in the case of certain corporate acquisitions. 

§lJS7(cM(a)(l) 
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(5) See section 1502 and § 1.1502-46 for the rule covering deprecia- 
tion of property received by a member of an affiliated group from 
another member of the group during a consolidated return period. 

# (6) Except in the cases described in subparagraphs (4) and (5) of 
this paragraph, the methods of depreciation described in §§ 1.167 (b)- 
2, 1.167(b) -3, and 1.167(b)-4 are not applicable to property in the 
hands of a distributee, vendee, transferee, donee, or grantee unless the 
original use of the property begins with such person and the conditions 
required by section 167(c) and this section are otherwise met. For 
example, these methods of depreciation may not be used by a corpora- 
tion with respect to property which it acquires from an individual or 
partnership in exchange for its stock. Similarly, if an individual or 
partnership receives property in a distribution upon dissolution of a 
corporation, these methods of depreciation may not be used with re- 
spect to property so acquired by such individual or partnership. As a 
further example, these methods of depreciation may not be used by a 
partnership with respect to contributed property, nor by a partner 
with respect to partnership property distributed to him. Moreover, 
where a partnership is entiled to use these depreciation methods, and 
the optional adjustment to basis of partnership property provided by 
section 743 is applicable, (i) in the case of an increase in the ad- 
justed basis of the partnership property under such section, the trans- 
feree partner with respect to whom such adjustment is applicable shall 
not be entitled to use such methods with respect to such increase, and 
(ii) in the case of a decrease in the adjusted basis of the partnership 
property under such section, the transferee partner with respect to 
whom such adjustment is applicable shall include in his income an 
amount equal to the portion of the depreciation deducted by the part- 
nership which is attributable to such decrease. 

(b) Illustrations . — (1) The application of these methods to prop- 
erty constructed, reconstructed, or erected by the taxpayer after De- 
cember 31, 1953, may be illustrated by the following examples : 

Example (7). If a building with a total cost of $100,000 is com- 
pleted after December 31, 1953, and the portion attributable to con- 
struction after December 31, 1953, is determined by engineering 
estimates or by cost accounting records to be $30,000, the methods 
referred to in paragraph (a) (1) above, are applicable only to the 
$30,000 portion of the total. 

Example (0). In 1954, a taxpayer has an old machine with an 
unrecovered cost of $1,000. If he contracts to have it reconditioned, 
or reconditions it himself, at a cost of an additional $5,000, only the 
$5,000 may be depreciated under the methods referred to in para- 
graph (a)'(l) above, whether or not the materials used for recon- 
ditioning are new in use. 

Example (3). A taxpayer who acquired a building in 1940 
makes major maintenance or repair expenditures in 1954 of a type 
which must be capitalized. For these expenditures the taxpayer 
may use a method of depreciation different from that used on the 
building (for example, the methods referred to in paragraph (a) 
(1) above) only if he accounts for such expenditures separately 
from the account which contained the original building. In such 
case, the unadjusted basis on any parts replaced shall be removed 
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from the asset account and shall be charged to the appropriate de- 
preciation reserve account. In the alternative he .may capitalize 
such expenditures by charging them to the depreciation reserve 
accour.r for the building. 

(2) The application of these methods to property which was not 
constructed, reconstructed, or erected by the taxpayer but which was 
acquired after December 31, 1953, may be illustrated by the following 

examples : 

Example ( 1 ). A taxpayer contracted in 1953 to purchase a new 
machine which he acquired in 1954 and put into first use in that year. 
He may use the methods referred to in paragraph (a) (1) above, in 
recovering the cost of the new machine. 

Example (2). A taxpayer instead of reconditioning his old ma- 
chine buys a “factory reconditioned 55 machine in 1954 to replace it. 
He cannot apply the methods referred to in paragraph (a) (1) 
above, to any part of the cost of the reconditioned machine since he 
is not the first user of the machine. 

Example (3). In 1954, a taxpayer buys a house for $20,000 which 
had been used as a personal residence and thus had not been subject 
to depreciation allowances. He makes a capital addition of $5,000 
and rents the property to another. The taxpayer may use the meth- 
ods referred to in paragraph (a) (1) above, only with respect to the 
$5,000 cost of the addition. 

. ( c ) Election to use methods . — Subject to the limitations set forth 
in paragraph (a) of this section, the methods of computing the allow- 
ance for depreciation specified in section 167(b) (2), (3), and (4) may 
be adopted without permission and no formal election is required. In 
order for a taxpayer to elect to use these methods for any property 
described in paragraph (a) of this section, he need only compute de- 
preciation thereon under any of these methods for any taxable year 
ending after December 31, 1953, in which the property may first be 
depreciated by him. The election with respect to any property shall 
not be binding with respect to acquisitions of similar property in the 
same year or subsequent year which are set up in separate accounts. 
If a taxpayer has filed his return for a taxable year ending after De- 
cember 31, 1953, for which the return is required to be filed on or before 
September 15, 1956, an election to compute the depreciation allowance 
under any of the methods specified in section 167(b) or a change in 
such an elation may be made in an amended return or claim for refund 
filed on or before September 15, 1956. 


1 1.167(d) Statutory Provisions; Depreciation; Agreement as 
to Useful Lite on Which Depreciation Rate Is Based. 

SEC. 16T. DEPRECIATION. * * * 

P T0 * JSEEUL Life on Which Depreciation Rate Is 
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ment shall not be effective for taxable years before the taxable year in which 
notice in writing by registered mail is served by the party to the agreement 
initiating such change. 

§ 1.167 (d)-l Agreement as to Useful Life and Bates of Depre- 
ciation. — After August 16, 1954, a taxpayer may, for taxable years 
ending after December 31, 1953, enter into an agreement with respect 
to the estimated useful life, method and rate of depreciation, and 
treatment of salvage of any property which is subject to the allowance 
for depreciation. An application for such agreement may be made 
to the district director of internal revenue for the district in which the 
taxpayer’s return is required to be filed. Such application shall be 
filed in quadruplicate and shall contain in such detail as may be prac- 
tical the following information : 

(a) The character and location of the property. 

(b) The original cost or other basis and date of acquisition. 

(c) Proper adjustments to the basis including depreciation ac- 
cumulated to the first taxable year to be covered by the agreement. 

(d) Estimated useful life and estimated salvage value. 

(e) Method and rate of depreciation. 

(f) Any other facts and circumstances pertinent to making a 
reasonable estimate of the useful life of the property and its 
salvage value. 

The agreement must be in writing and must be signed by the taxpayer 
and by the district director. The agreement must be signed in quad- 
ruplicate, and two of the signed copies will be returned to the tax- 
payer. The agreement shall set forth its effective date, the estimated 
remaining useful life, the estimated salvage value, and rate and 
method of depreciation of the property and the facts and circum- 
stances taken into consideration in adoption of the agreement, and 
shall relate only to depreciation allowances for such property on and 
after the effective date of the agreement. Such an agreement shall be 
binding on both parties until such time as facts and circumstances 
which were not taken into account in making the agreement are shown 
to exist. The party wishing to modify or change the agreement shall 
have the responsibility of establishing the existence of such facts and 
circumstances. Any change in the useful life or rate specified in such 
agreement shall be effective only prospectively, that is, it shall be 
effective beginning with the taxable year in which notice of the inten- 
tion to change, including facts and circumstances warranting the ad- 
justment of useful life and rate, is sent by registered mail by the party 
proposing the change to the other party. A copy of the agreement 
(and any modification thereof) shall be filed with the taxpayer’s return 
for the first taxable year which is affected by the agreement (or any 
modification thereof). A signed copy should be retained with the 
permanent records of the taxpayer. For rules relating to changes in 
method of depreciation, see § 1.167(e)-! and section 446 and the 
regulations thereunder. 

§ 1.167(e) Statutory Provisions; Depreciation; Change in 
Method. 

SEC. 167. DEPRECIATION * * * 

(e) Change in Method. — I n the absence of an agreement under subsection 
(d) containing a provision to the contrary, a taxpayer may at any time elect 
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in accordance with regulations prescribed by the Secretary or his delegate to 

change from the method of depreciation described in subsection (b) (2) to 

the method described in subsection (b)(1). 

§ 1.167(e)-! Change in Method— (a) In general.— Any change 
in the method of computing the depreciation allowances with respect 
to a particular account is a change in method of accounting, and 
such a change will be permitted only with the consent of the Commis- 
sioner, except that the change from the declining balance method to 
the straight line method as provided in section 167(e) shall be per- 
mitted without consent. See paragraph (b) of this section. A change 
in method of computing depreciation will be permitted only with re- 
spect to all the assets contained in a particular account as defined in 
§ L167(a)-7. Any change in the percentage of the current straight 
line rate under the declining balance method, as for example, from 
200% of the straight line rate to any other percent of the straight 
line rate, or any change in the interest factor used in connection with 
a compound interest or sinking fund method will constitute a change 
in method of depreciation and will require the consent of the Com- 
missioner. Any request for a change in method of depreciation shall 
be made in accordance with section 446 and the regulations thereunder 
and shall state the character and location of the property, method of 
depreciation being used and the method proposed, the date of acqui- 
tion, the cost or other basis and adjustments thereto, amounts recovered 
through depreciation and other allowances, the estimated salvage 
value, the estimated remaining life of the property, and such other 
information as may be required. For rules covering the use of depreci- 
ation methods by acquiring corporations in the case of certain cor- 
porate acquisitions, see section 881(c) (6) and the regulations there- 
under. 

(b) Declining balance to straight line . — In the case of an account 
to which the method described in section 167(b) (2) is applicable, a 
taxpayer may change without the consent of the Commissioner, from 
the declining balance method of depreciation to the straight line 
method at any time during the useful life of the property under the 
following conditions. Such a change may not be made if a provision 
prohibiting such a change is contained in an agreement under section 
167 (d). When the change is made, the unrecovered cost or other basis 
(less a reasonable estimate for salvage) shall be recovered through 
annual allowances over the estimated remaining useful life determined 
in accordance with the circumstances existing at that time. With re- 
spect to any account, this change will be permitted only if applied to 
all Hie assets in the account as defined in § 1.167 (a) -7. The taxpayer 
shall furnish a statement with respect to the property which is the 
subject of the change showing the date of acquisition, cost or other 
basis, amounts recovered through depreciation and other allowances, 
the estimated salvage value, the character of the property, the re- 
maining useful life of the property, and such other information as may 
be required. The statement shall be attached to the taxpayer’s return 
for the taxable year in which the change is made. A change to the 
straight line method must be adhered to for the entire taxable year of 
the change and for all subsequent taxable years unless, with the consent 
of the Commissioner, a change to another method is permitted. 
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§ 1.167(f) Statutory Provisions; Depreciation; Basis for 
Depreciation. 

SEC. 167. DEPRECIATION. * * * 

(f) Basis foe Dfjpreciation. — Tbe basis on which exhaustion, wear and 
tear, and obsolescence are to be allowed in respect of any property shall be 
the adjusted basis provided in section 1011 for the purpose of determining 
the gain on the sale or other disposition of such property. 

§ 1.167 (f)-l Basis for Depreciation. — The basis upon which the 
allowance for depreciation is to be computed with respect to any prop- 
erty shall be the adjusted basis provided in section 1011 for the purpose 
of determining gain on the sale or other disposition of such property. 
In the case of property which has not been used in the trade or busi- 
ness or held for the production of income and which is thereafter con- 
verted to such use, the fair market value on the date of such conver- 
sion, if less than the adjusted basis of the property at that time, is the 
basis for computing depreciation. 

§ 1.167(g) Statutory Provisions; Depreciation; Life Tenants 
and Beneficiaries of Trusts and Estates. 

SEC. 167. DEPRECIATION. * * * 

(g) Life Tenants and Beneficiaries of Trusts and Estates. — In the 
case of property held by one person for life with remainder to another per- 
son, the deduction shall be computed as if the life tenant were the abso- 
lute owner of the property and shall be allowed to the life tenant. In the 
case of property held in trust, the allowable deduction shall be apportioned 
between the income beneficiaries and the trustee in accordance with the 
pertinent provisions of the instrument creating the trust, or, in the absence 
of such provisions, on the basis of the trust income allocable to each. In 
the case of an estate, the allowable deduction shall be apportioned between 
the estate and the heirs, legatees, and devisees on the basis of the income of 
the estate allocable to each. 

§1.167(g)-l Life Tenants and Beneficiaries of Trusts and 
Estates. — (a) Life tenants . — In the case of property held by one per- 
son for life with remainder to another person, the deduction for depre- 
ciation shall be computed as if the life tenant were the absolute owner 
of the property so that he will be entitled to the deduction during his 
life, and thereafter the deduction, if any, shall be allowed to the 
remainderman. 

(b) Trusts . — If property is held in trust, the allowable deduction 
is to be apportioned between the income beneficiaries ajid the trustee 
on the basis of the trust income allocable to each, unless the governing 
instrument (or local law) requires or permits the trustee to maintain a 
reserve for depreciation in any amount. In the latter case, the deduc- 
tion is first allocated to the trustee to the extent that income is set aside 
for a depreciation reserve, and any part of the deduction in excess of 
the income set aside for the reserve shall be apportioned between the 
income beneficiaries and the trustee on the basis of the trust income (in 
excess of the income set aside for the reserve) allocable to each. For 
example : 

(1) If under the trust instrument or local law the income of a 
trust computed without regard to depreciation is to be distributed 
to a named beneficiary, the beneficiary is entitled to the deduction 
to the exclusion of the trustee. 
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(£) If under the trust instrument or local law the income of 
a trust is to be distributed to a named beneficiary, but the trustee 
is directed to maintain a reserve for depreciation in any amount, 
the deduction is allowed to the trustee (except to the extent that 
income set aside for the reserve is less than the allowable deduc- 
tion). The same result would follow if the trustee sets aside 
income for a depreciation reserve pursuant to discretionary author- 
ity to do so in the governing instrument. 

Xo effect shall be given to any allocation of the depreciation deduc- 
tion which gives any beneficiary or the trustee a share of such deduc- 
tion greater than his pro rata share of the trust income, irrespective 
of any provisions in the trust instrument, except as otherwise provided 
in this paragraph when the trust instrument or local law requires or 
permits the trustee to maintain a reserve for depreciation. 

(c) Estates . — In the case of an estate, the allowable deduction shall 
be apportioned between the estate and the heirs, legatees, and devisees 
on the basis of income of the estate which is allocable to each. 

§ 1.167(h) Statutory Provision's ; Depreciation; Depreciation 
op Improvements in the Case of Mines, etc. 

SEC. 167. DEPRECIATION. * * * 

(Ii) Depreciation op Improvements in the Case of Mines, etc. — For 
additional rule applicable to depreciation of improvements in the case of 
mines, oil and gas wells, other natural deposits, and timber, see section 611. 

§ 1.167(h)-! Depreciation of Improvements in the Case of 
Mines, etc. — Property used in the trade or business or held for the 
production of income^ which is subject to the allowance for deprecia- 
tion provided in section 611 shall be treated for all purposes of the 
Internal Revenue Code of 1954 as if it were property subject to the 
allowance for depreciation under section 167. The preceding sentence 
shall not limit the allowance for depreciation otherwise allowable 
under section 611. 

§ 1.172. Statutory Provisions ; Net Operating Loss Deduction. 
SEC. 172. NET OPERATING LOSS DEDUCTION. 

(a) Deeduction A.llowed.— There shall be allowed as a deduction for the 
taxable year an amount equal to the aggregate of (1) the net operating 
loss carryovers to such year, plus (2) the net operating loss carrybacks to 
such year, for purposes of this subtitle, the term “net operating loss 
deduction” means the deduction aUowed by this subsection. 

0>) Net Operating Loss Carrybacks and Carryovers. — 

(1) Years to which loss may be carried. — A net operating loss for 
any taxable year ending after December 31, 1953, shall be— 

(A) a net operating loss carryback to each of the 2 taxable years 
preceding the taxable year of such loss, and 

<B) a net operating loss carryover to each of the 5 taxable years 
following the taxable year of such loss. 

(2) Amount of carrybacks and carryovers. — Except as provided in 
subsection (f), the entire amount of the net operating loss for any 

year . (hereinafter in this section referred to as the “loss year”) 
shall be carried to the earliest of the 7 taxable years to which (by reason 
of subparagraphs (A) and (B) of paragraph (T) ) such loss may be 
earned. The portion of such loss which shall be carried to each of the 
other 6 taxable years shaU be the excess, if any, of the amount of 
such loss over the sum of the taxable income for each of the prior taxable 
years to which such loss may be carried; For purposes of the preceding 
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sentence, the taxable income for any such prior taxable year shall be 
computed — 

(A) with the modifications specified in subsection (d) other than 
paragraphs (1), (4), and (6) thereof; and 

(B) by determining the amount of the net operating loss deduc- 
tion without regard to the net operating loss for the loss year or 
for any taxable year thereafter, and the taxable income so com- 
puted shall not be considered to be less than zero. 

(e) Net Operating Loss Defined. — For purposes of this section, the 
term “net operating loss” means (for any taxable year ending after Decem- 
ber 31, 1953) the excess of the deductions allowed by this chapter over the 
gross income. Such excess shall be computed with the modifications speci- 
fied in subsection (d). 

(d) Modifications. — The modifications referred to in this section are as 
follows : 

(1) Net operating loss deduction. — No net operating loss deduction 
shall be allowed. 

(2) Capital gains and losses of taxpayers other than corpora- 
tions. — In the case of a taxpayer other than a corporation — 

(A) the amount deductible on account of losses from sales or 
exchanges of capital assets shall not exceed the amount includible 
on account of gains from sales or exchanges of capital assets ; and 

(B) the deduction for long-term capital gains provided by sec- 
tion 1202 shall not be allowed. 

(3) Deduction for personal exemptions. — No deduction shall be al- 
lowed under section 151 (relating to personal exemptions). No deduc- 
tion in lieu of any such deduction shall be allowed. 

(4) Nonbusiness deductions of taxpayers other than corpora- 
tions. — In the case of a taxpayer other than a corporation, the deductions 
allowable by this chapter which are not attributable to a taxpayer’s trade 
or business shall be allowed only to the extent of the amount of the gross 
income not derived from such trade or business. For purposes of the 
preceding sentence — 

(A) any gain or loss from the sale or other disposition of — 

(i) property, used in the trade or business, of a character 
which is subject to the allowance for depreciation provided in 
section 167, or 

(ii) real property used in the trade or business, shall be 
treated as attributable to the trade or business ; 

(B) the modifications specified in paragraphs (1), (2) (B), and 
(3) shall be taken into account ; and 

(C) any deduction allowable under section 165 (c) (3) (relating to 
casualty losses) shall not be taken into account. 

(5) Special deductions for corporations. — No deduction shall be 
allowed under section 242 (relating to partially tax-exempt interest.) 
or under section 922 (relating to Western Hemisphere trade corpora- 
tions ) . 

(6) Computation of deduction for dividends received, etc. — The 
deductions allowed by sections 243 (relating to dividends received by 
corporations), 244 (relating to dividends received on certain preferred 
stock of public utilities), and 245 (relating to dividends received from 
certain foreign corporations) shall be computed without regard to sec- 
tion 246(b) (relating to limitation on aggregate amount of deductions) ; 
and the deduction allowed by section 247 (relating to dividends paid 
on certain preferred stock of public utilities ) shall be computed without 
regard to subsection (a) (1) (B) of such section. 

(e) Law Applicable to Computations.— In determining the amount of 
any net operating loss carryback or carryover to any taxable year, the 
necessary computations involving any other taxable year shall he made 
under the law applicable to such other taxable year. The preceding sentence 
shall apply with respect to all taxable years, whether they begin before, on, or 
after January 1, 1954. 

(f ) Taxable Years Beginning in 1953 and Ending in 1954. — In the case 
of a taxable year beginning in 1953 and ending in 1954 — 
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(1) In lieu of the amount specified in subsection (c), the net operat- 
ing loss for such year shall be the sum of — 

(A) that portion of the net operating loss for such year computed 
without regard to this subsection which the number of days in the 
loss year after December 31, 1953, bears to the total number of 
days in such year, and 

(B) that portion of the net operating loss for such year computed 
under section 122 of the Internal Revenue Code of 1939 as if this 
section had not been enacted which the number of days in the loss 
year before January 1, 1954, bears to the total number of days in 
such year. 

(2) The amount of any net operating loss for such year which shall be 
carried to the second preceding taxable year is the amount which bears 
the same ratio to such net operating loss as the number of days in the loss 
year after December 31, 1953, bears to the total number of days in such 
year. In determining the amount carried to any other taxable year, 
the reduction for the second taxable year preceding the loss year shall 
not exceed the portion of the net operating loss which is carried to the 
second preceding taxable year. 

(g) Special Transitional Rules. — 

( 1 ) Losses for taxable years ending before January i, 1954. — For 
purposes of this section, the determination of the taxable years ending 
after December 31, 1953, to which a net operating loss for any taxable 
year ending before January 1, 1954, may be carried shall be made under 
the Internal Revenue Code of 1939. 

(2) Losses for taxable years ending after December 31, 1953. — For 
purposes of section 122 of the Internal Revenue Code of 1939 — 

(A) the determination of the taxable years ending before January 
1, 1954, to which a net operating loss for any taxable year ending 
after December 31, 1953, may be carried shall be made under sub- 
section (b) (1) (A) of this section ; and 

(B) in determining the amount of the carryback to the first tax- 
able year preceding the first taxable year ending after December 31, 
1953, the portion of the net operating loss carried to such year shall 
be such net operating loss reduced by — 

(i) the net income for the second preceding taxable year 
computed as if the second sentence of section 122(b) (2) (B) of 
the Internal Revenue Code of 1939 applied, or 

(ii) if smaller, the portion of the net operating loss which ., 
by reason of subsection (f) of this section is carried to the 
second preceding taxable year. 

(3) Excess profits tax not affected. — For purposes of subchapter 
D of chapter 1 of the Internal Revenue Code of 1939, excess profits net 
income shall be computed as if this section had not been enacted and 
as if section 122 of such Code continued to apply to taxable years to 
which this subtitle applies. 

(h) Cross References. — 

(1) For treatment of net operating loss carryovers in certain cor- 
porate acquisitions, see section 381. 

(2) For special limitation on net operating loss carryovers in case 
of a corporate change of ownership, see section 382. 

§ 1.172-1 Net Operating Loss Deduction. — (a) Allowance of de- 
duction . — Section 172(a) allows as a deduction in computing taxable 
income for any taxable years subject to the 1951 Code the aggregate 
of the net operating loss carryovers and net operating loss carrybacks 
to such taxable year. This deduction is referred to as the net operat- 
ing loss deduction. The net operating loss is the basis for the compu- 
tation of the net operating loss carryovers and net operating loss 
carrybacks and ultimately tor the net operating loss deduction itself. 
The net operating loss deduction shall not be disallowed for any tax- 
able year merely because the taxpayer has no income from a trade of 
business for the taxable year. 
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(b) Steps in computation of net operating loss deduction . — The 
three steps to be taken in the ascertainment of the net operating loss 
deduction for any taxable year subject to the 1954 Code are as follows: 

(1) Compute the net operating loss for any preceding or succeed- 
ing taxable year from which a net operating loss may be carried 
over or carried back to such taxable year. 

(2) Compute the net operating loss carryovers to such taxable 
year from such preceding taxable years and the net operating loss 
carrybacks to such taxable year from such succeeding taxable years. 

(3) Add such net operating loss carryovers and carrybacks in 
order to determine the net operating loss deduction for such taxable 
year. 

(c) Statement with tax return . — Every taxpayer claiming a net 
operating loss deduction for any taxable year shall file with his return 
for such year a concise statement setting forth the amount of the net 
operating loss deduction claimed and all material and pertinent facts 
relative thereto, including a detailed schedule showing the computa- 
tion of the net operating loss deduction. 

(d) Ascertainment of deduction dependent upon net operating loss 
carryback . — If the taxpayer is entitled in computing his net operating 
loss deduction to a carryback which he is not able to ascertain at the 
time his return is due, he shall compute the net operating loss deduc- 
tion on his return without regard to such net operating loss carryback. 
When the taxpayer ascertains the net operating loss carryback, he .may 
within the applicable period of limitations file a claim for credit or 
refund of the overpayment, if any, resulting from the failure to com- 
pute the net operating loss deduction for the taxable year with the 
inclusion of such carryback ; or he may file an application under the 
provisions of section 6411 for a tentative carryback adjustment. 

(e) Law applicable to computations . — (1) General, — The follow- 
ing rules shall apply to all taxable years without regard to whether 
they began before, on, or after January 1, 1954 : 

(i) In determining the amount of any net operating loss carry- 
back or carryover to any taxable year, the necessary computations 
involving any other taxable year shall be made under the law 
applicable to such other taxable year. 

(ii) The net operating loss for any taxable year shall be de- 
termined under the law applicable to that year without regard 
to the year to which it is to be carried and in which, in effect, it 
is to be deducted as part of the net operating loss deduction. In 
applying this rule, however, certain taxable years subject to the 
1939 Code shall, to the extent provided in paragraphs (a) and 
(c) of § 1.172-2 and paragraphs (a) and (e) of § 1.172-3, be 
treated as though subject to the 1954 Code. 

(iii) The amount of the net operating loss deduction which 
shall be allowed for any taxable year shall be determined under 
the law applicable to that year. 

(2) Special transitional rules . — For special transitional rules with 
respect to net operating losses sustained in taxable years ending before 
January 1, 1954, and in taxable years ending after December 31, 1953, 
see section 172(g). 
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(f) Taxable years subject to 1939 Code . — For the computation of 
the net operating loss deduction for any taxable year which is subject 
to the 1939 Code, see §39.122-5 of Regulations 118 (26 CFR (1939) 
39.122-5 ) or the corresponding section of prior applicable regulations. 

§ 1.172-2 Xet Operating Loss in Case of a Corporation. — (a) 
Modification of deductions . — A net operating loss is sustained by a 
corporation in any taxable year beginning after December 31, 1953, 
if and to the extent that, for such year, there is an excess of deduc- 
lions allowed by chapter 1 of the 1954 Code over gross income com- 
puted thereunder; this rule shall apply even though the loss year is 
otherwise subject to the 1939 Code. In determining the excess of 
deductions over gross income for such purpose — 

( 1 ) Items not deductible . — No deduction shall be allowed under — 

(i) Section 172 for the net operating loss deduction, 

(ii) Section 242 in respect of partially tax-exempt interest, 

and 

(iii) Section 922 in respect of Western Hemisphere trade 
corporations ; 

(2) Dividends received . — The 85-percent limitation provided 
by section 246(b) shall not apply to the deductions otherwise 
allowed under — 

(i) Section 243 in respect of dividends received from do- 
mestic corporations, 

(ii) Section 244 in respect of dividends received on pre* 
ferred stock of public utilities, and 

(iii) Section 245 in respect of dividends received from 
foreign corporations; and 

(3) Dividends paid— The deduction granted by section 247 in 
respect of dividends paid on the preferred stock of public utilities 
shall be computed without regard to subsection (a) (1) (B) of that 

section. 

(b) Illustration of principles.— The application of paragraph (a) 
of this section may be illustrated by the following example : 

Example. For the calendar year 1954 the X Corporation has 
gross income of $400,000 and total deductions allowed by chapter 
1 of the 1954 Code of $375,000, exclusive of any net operating loss 
deduction and exclusive of any deduction for dividends received or 
paid. Corporation X in 1954 received $100,000 of dividends en- 
titled to the benefits of section 243. These dividends are included 
in Corporation X ? s $400,000 gross income. Corporation X like- 
wise received $50,000 of partially tax-exempt interest in 1954 for 
which a deduction is allowed under section 242. This interest is 
included m both the $400,000 gross income and the $375,000 total 
deductions. Corporation X has no other deductions to which sec- 
tion 172 ( d) applies. On the basis of these facts, Corporation X has 
a net operating loss for the year 1954 of $10,000, computed as fol- 
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Deductions for 1954 $375, 000 

Plus: Deduction for dividends received, computed without re- 
gard to the limitation provided in section 240(b) (85% 
of $100,000) 85,000 


Total $400,000 

Dess : Deduction with respect to partially tax-exempt 

interest 50, 000 


Deductions modified as required by section 172(d) $410,000 

Dess: Gross income for 1954 (including $100,000 dividends 

and $50,000 partially tax-exempt interest) 400,000 


Net operating loss for 1954 $10, 000 


(c) Taxable years beginning in 1953 and ending in 1954 - — The net 
operating loss of a corporation for a taxable year which begins in 1953 
and ends in 1954 shall be the sum of — 

( 1 ) Application of 1954 Code. — That portion of the net operating 
loss for the taxable year, computed in accordance with paragraph 
(a) of this section as though such taxable year began after December 
31, 1953, which the number of days in the taxable year after Decem- 
ber 31, 1953, bears to the total number of days in the taxable year, 
and 

(2) Application of 1939 Code. — That portion of the net oper- 
ating loss for the taxable year, computed in accordance with sec- 
tion 122 of the 1939 Code and as though section 172 of the 1954 
Code had not been enacted, which the number of days in the taxable 
year before January 1, 1954, bears to the total number of days in 
the taxable year. 

(d) Excess profits tax . — For the computation of the net operating 
loss for purposes of determining the excess profits tax imposed by 
subchapter D of chapter 1 of the 1939 Code, see § 1.172-8. 

§ 1.172-3 Net Operating Loss in Case of a Taxpayer Other Than 
a Corporation. — (a) Modification of deductions —A. net operating 
loss is sustained by a taxpayer other than a corporation in any taxable 
year beginning after December 31, 1953, if and to the extent that, for 
such year, there is an excess of deductions allowed by chapter 1 of the 
1954 Code over gross income computed thereunder; this rule shall 
apply even though the loss year is otherwise subject to the 1939 Code. 
In determining the excess of deductions over gross income for such 
purpose — 

(1) Items not deductible . — No deduction shall be allowed under — 

(i) Section 151 for the personal exemptions or under any 
other section which grants a deduction in lieu of the deduc- 
tions allowed by section 151, 

(ii) Section 172 for the net operating loss deduction, and 

(iii) Section 1202 in respect of the net long-term capital 
gain. 

(2) Capital losses. — (i) The amount deductible on account of 
business capital losses shall not exceed the sum of the amount 
includible on account of business capital gains and that portion 
of nonbusiness capital gains which is computed in accordance with 
paragraph (c) of this section. 
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(ii) The amount deductible on account of nonbusiness capital 
losses shall not exceed the amount includible on account of non- 
business capital gains. . 7 .. „ 

(3) Nonbusiness deductions. — ( 1 ) Ordinary deductions— Vvai- 
narv nonbusiness deductions shall be taken into account without 
regard to the amount of business deductions and shall be allowed 
in full to the extent, but not in excess, of that amount which is 
the sum of the ordinary nonbusiness gross income and. the excess 
of nonbusiness capital gains over nonbusiness capital losses, bee 
paragraph (c) (3) of this section. For purposes of section 172, 
nonbusiness deductions and income are those deductions and that 
income which are not attributable to, or derived from, a taxpayer s 
trade or business. Wages and salary constitute income attrib- 
utable to the taxpayer’s trade or business for such purposes. 

(ii) Sale of business property — Any gain or loss on the sale or 
other disposition of property which is used in the taxpayer’s trade 
or business and which is of a character that is subject to the allow- 
ance for depreciation provided in section 167, or of real property 
used in the taxpayers trade or business, shall be considered, for 
purposes of section 172(d) (4r), as attributable to, or derived from, 
the taxpayer’s trade or business. Such gains and losses are to be 
taken into account fully in computing a net operating loss with- 
out regard to the limitation on nonbusiness deductions. Thus, 
a farmer who sells at a loss land used in the business of farming 
may, in computing a net operating loss, include in full the de- 
duction otherwise allowable with respect to such loss, without 
regard to the amount of his nonbusiness income and without re- 
gard to whether he is engaged in the trade or business of selling 
farms. Similarly, an individual who sells at a loss machinery 
which is used in his trade or business and which is of a character 
that is subject to the allowance for depreciation may, in comput- 
ing the net operating loss, include in full the deduction otherwise 
allowable with respect to such loss. 

(iii) Casualty losses . — Any deduction allowable under section 
165(c) (3) for losses of property not connected with a trade or busi- 
ness shall not be considered, for purposes of section 172(d) (4), 
to be a nonbusiness deduction but shall be treated as a deduction 
attributable to the taxpayer’s trade or business. 

(iv) Limitation— The provisions of this subparagraph shall not 
be construed to permit the deduction of items disallowed by sub- 
paragraph (1) of this paragraph. 

(b) Treatment of capital loss carryovers. — Because of the distinc- 
tion between business and nonbusiness capital gains and losses, a tax- 
payer who has a capital loss carryover from preceding taxable years, 
includible by virtue of section 1212 among the short-term capital 
losses for the taxable year in issue, is required to determine how much 
of such capital loss carryover is a business capital loss and how much 
is a nonbusiness capital loss. In order to make this determination, the 
taxpayer shall first ascertain what proportion of the net capital loss 
for each of such preceding taxable years was attributable to an excess 
of business capital losses over business capital gains for such year, 
and what proportion was attributable to an excess of nonbusiness 
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capital losses over nonbusiness capital gains. The same proportion 
of the capital loss carryover from any such preceding taxable year 
shall be treated as a business capital loss and a nonbusiness capital loss, 
respectively. This rule may be illustrated by the following example : 

Example. (1) A, an individual, has $5,000 ordinary taxable 
income (computed without regard to the deductions for personal 
exemptions) for the calendar year 1954 and also has the following 
capital gains and losses for such year: Business capital gains of 
$2,000; business capital losses of $3,200; nonbusiness capital gains 
of $1,000; and nonbusiness capital losses of $1,200. 

(2) A’s net capital loss for the taxable year 1954 is $400, com- 
puted as follows : 


Capital losses $4, 400 

Capital gains 3,000 

Excess of capital losses over capital gains $1,400 

Less : $1,000 of such ordinary taxable income 1, 000 

Net capital loss for 1954 $400 


(3) A’s capital losses for 1954 exceeded his capital gains for such 
year by $1,400. Since A’s business capital losses for 1954 exceeded 
liis business capital gains for such year by $1,200, six-sevenths 
($1,200/$!, 400) of A’s net capital loss for 1954 is attributable to 
an excess of his business capital losses over his business capital 
gains for such year. Similiarly, one-seventh of the net capital loss 
is attributable to the excess of nonbusiness capital losses over non- 
business capital gains. Since the capital loss carryover from 1954 
to 1955 is $400, six-sevenths of $400, or $342.86, shall be treated as 
a business capital loss in 1955 ; and one-seventh of $400, or $57.14, 
as a nonbusiness capital loss. 

(c) Determination of portion of nonbusiness capital gains avail- 
able for the deduction of business capital losses . — In the computation 
of a net operating loss a taxpayer other than a corporation must use 
his nonbusiness capital gains for the deduction of his nonbusiness 
capital losses. Any amount not necessary for this purpose shall then 
be used for the deduction of any excess of ordinary nonbusiness deduc- 
tions over ordinary nonbusiness gross income. The remainder, com- 
puted by applying the excess ordinary nonbusiness deductions against 
the excess nonbusiness capital gains, shall be treated as nonbusiness 
capital gains and used for the purpose of determining the deductibility 
of business capital losses under paragraph (a) (2) (i) of this section. 
This principle may be illustrated by the following example : 

Example . (1) A, an individual, has a total nonbusiness gross 

. income of $20,500, computed as follows: 


Ordinary gross income $7, 500 

Capital gains 13, 000 

Total gross income $20, 500 
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(2) A also has total nonbusiness deductions of $16,000, com- 
puted as follows : 

Ordinary deductions ^7 Ann 

Capita! loss uuu 

Total deductions $16,000 

(3) The portion of nonbusiness capital gains to be used for the 
purpose of determining the deductibility of business capital losses 
is $4,500, computed as follows : 

Nonbusiness capital gains J*00 

Less : Xonbusiness capital loss uuu 

Excess to be taken into account for purposes of paragraph 

(a) (3) (i) of this section *? b ’ 000 

Ordinary nonbusiness deductions 000 

Less : Ordinary nonbusiness gross income *, 500 

• X, OUU 


Portion of nonbusiness capital gains to be used for pur- 
poses of paragraph (a) (2) (i) of this section $4, 500 

(d) Joint net operating loss of husband and wife. — In the case of a 

husband and wife, the joint net operating loss for any taxable year 
for which a joint return is filed is to be computed on the basis of. the 
combined income and deductions of both spouses, and the modifications 
prescribed in paragraph (a) of this section are to be computed as if 
the combined income and deductions of both spouses were the income 
and deductions of one individual. # 

(e) Taxable years beginning in 1953 and ending in 1954. — The net 
operating loss of a taxpayer other than a corporation for a taxable 
year which begins in 1953 and ends in 1954 shall be the sum of — 

(1) Application of 1954 Code. — That portion of the net operat- 
ing loss for the taxable year, computed in accordance with para- 
graph (a) of this section as though such taxable year began after 
December 31, 1953, which the number of days in the taxable year 
after December 31, 1953, bears to the total number of days in the 
taxable year, and 

(2) Application of 1939 Code . — That portion of the net operating 
loss for the taxable year, computed in accordance with section 122 
of the 1939 Code and as though section 172 of the 1954 Code had 
not been enacted, which the number of days in the taxable year 
before January 1, 1954, bears to the total number of days in the 
taxable year. 

(f) Illustration of computation of net operating loss of a taxpayer 
other than a corporation. — (1) Facts . — For the calendar year 1954, 
A, an individual, has gross income of $483,000 and allowable deduc- 
tions of $540,000. The latter amount does not include the net operat- 
ing loss deduction or any deduction on account of the sale or exchange 
of capital assets. Included in gross income are business capital gains 
of $50,000 and ordinary nonbusiness income of $10,000. Included 
among the deductions are ordinary nonbusiness. deductions of $12,000 
and a deduction of $600 for his personal exemption. A has a business 
capital loss of $60.00(1 in 1954. A has no other items of income or de- 
ductions to which section 172(d) applies. 
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(2) Computation . — On the basis of these facts, A has a net. operat- 
ing loss for 1951 of $101,400, computed as follows : 

Deductions for 1954 (as specified in first sentence of subpara- 


graph (1)) $540,000 

Plus: Amount of business capital loss ($00,000) to extent such 
amount does not exceed business capital gains ($50,000) 50,000 


Total $590,000 

Less : 

Excess of ordinary nonbusiness deductions over ordinary 

nonbusiness gross income ($12,000 minus $10,000) $2,000 

Deduction for personal exemption 600 

$2, 600 


Deductions for 1954 adjusted as required by section 172(d) $587,400 

Gross Income for 1954 483, 000 

Net operating loss for 1954 $104, 400 


§ 1.172-4 Net Operating Loss Carrybacks and Net Operating 
Loss Carryovers. — (a) General provisions . — (1) Tears to which loss 
may be earned. — In order to compute the net operating loss deduction 
the taxpayer must first determine the part of any net operating losses 
for any preceding or succeeding taxable years which are carryovers 
or carrybacks to the taxable year in issue. A net operating loss sus- 
tained in a taxable year ending after December 31, 1953, shall be 
carried back to the two preceding taxable years and carried over to the 
five succeeding taxable years ; this rule shall apply even though the 
loss year is otherwise subject to the 1939 Code. A net operating loss 
sustained in a taxable year ending before January 1, 1951 (and be- 
ginning after December 31, 1919), shall be carried back to the first 
preceding taxable year and carried over to the five succeeding taxable 
years. 

(2) Periods of less than 12 months. — A fractional part of a year 
which is a taxable year under sections 441(b) and 7701(a) (23) is a 
preceding or a succeeding taxable year for the purpose of determining 
under section 172 the first, second, etc., preceding or succeeding taxable 
year. 

(3) Amount of loss to be canned. — The amount which is carried 
back or carried over to any taxable year is the net operating loss to 
the extent it was not absorbed in the computation of the taxable (or 
net) income for other taxable years, preceding such taxable year, to 
which it may be carried back or carried over. For the purpose of 
determining the taxable (or net) income for any such preceding tax- 
able year, the various net operating loss carryovers and carrybacks to 
such taxable year are considered to be applied in reduction of the 
taxable (or net) income in the order of the taxable years from which 
such losses are carried over or carried back, beginning with the loss 
for the earliest taxable year. 

(4) Husband and wife . — The net operating loss carryovers and 
carrybacks of a husband and wife shall be determined in accordance 
with this section, but subject also to the provisions of § 1.172-7. 

(5) Excess props tax . — For the number of taxable years to which 
a net operating loss may be carried back for the purpose of determin- 
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ing the excess profits tax imposed by subchapter D of chapter 1 of the 
1030 Code, see § 1.172-8. 

(6) Corporate acquisitions . — For the computation of the net op- 
erating loss carryovers in the case of certain acquisitions of the assets 
of a corporation by another corporation, see section 381 and the regu- 
lations thereunder. 

(7) Special limitations . — For special limitations on the net operat- 
ing loss carryovers in certain cases of change in both the. ownership 
and the trade or business of a corporation and in certain cases of 
corporate reorganization lacking specified continuity of ownership, 
see section 382 and the regulations thereunder. 

(b) Portion of net operating loss ivhich is a carryback or a carry- 
over to the taxable year in issue . — (1) Manner of computation . — (i) 
A net operating loss shall first be carried to the earliest of the several 
taxable years for which such loss is allowable as a carryback or a carry- 
over, and shall then be carried to the next earliest of such several tax- 
able years, etc. The entire net operating loss shall be carried back 
to such earliest year. 

(ii) The portion of the loss which shall be carried to any of such 
several taxable years subsequent to the earliest taxable year is the 
excess of such net operating loss over the sum of the aggregate of the 
taxable incomes (computed as provided in § 1.172-5) for all of such 
several taxable years preceding such subsequent taxable year which 
are subject to the 1954 Code and the aggregate of the net incomes 
(computed as provided in § 39.122-4 (c) of Regulations .118 (26 CFR 
( 1939) 39.122-4 (c) ) or in the corresponding section of prior applicable 
regulations) for all of such preceding taxable years which are subject 
to the 1939 Code. 

(2) Taxable years beginning in 1953 and ending in 1954 .. — (i) Not- 
withstanding subparagraph (i) of this paragraph, in the case of a net 
operating loss sustained in a taxable year which begins in 1953 and 
ends in 1954, the amount of such loss which shall be carried back to 
the second preceding taxable year is the amount which bears the same 
ratio to such net operating loss (computed as provided in § 1.172-2 (c) 
or § 1.172-3 (e), whichever applies) as the number of days in such 
loss year after December 31, 1953, bears to the total number of days in 
such year. 

(ii) To determine the portion of the net operating loss for such a 
taxable year ending in 1954 which shall be carried to any taxable year 
subsequent to such second preceding taxable year there shall be substi- 
tuted, in the application of subparagraph (1) (ii) of this paragraph, 
for the net income of such second preceding taxable year an amount 
equal to the portion of the net operating loss which is carried back to 
such second preceding taxable year in accordance with this subpara- 
graph, if such amount is smaller than the net income of such second 
preceding taxable year as computed under § 29.122-4 (c) of Regula- 
tions 111 (26 CFR (1939) 29.122-4 (c)). 

(3) Excess props tax.— For the portion of a net operating loss 
which may be carried back from a taxable year ending after December 
31, 1953, for the purpose of determining the excess profits tax imposed 
by subchapter D of chapter 1 of the 1939 Code, see § 1.172-8. 
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(4) Illustration of principles. — The application of this paragraph 
may be illustrated by the following examples : 

Example ( 1 ). A taxpayer who makes his tax returns on the 
calendar-year basis has a net operating loss for 1954. The entire 
net operating loss for 1954 may be carried back to 1952. The 
amount of the carryback to 1953 is the excess of the 1954 loss 
over the net income for 1952. The amount of the carryover to 
1955 is the excess of the 1954 loss over the aggregate of the net 
incomes for 1952 and 1953. The amount of the carryover to 1956 
is the excess of the 1954 loss over the sum of the aggregate of the 
net incomes for 1952 and 1953 and the taxable income for 1955. 
Similarly, the amount of the carryovers to 1957, 1958, and 1959 
is the excess of the 1954 loss over the sum of the aggregate of the 
net incomes for 1952 and 1953 and the aggregate of the taxable 
incomes for 1955 and 1956; for 1955, 1956, and 1957; and for 
1955, 1956, 1957, and 1958, respectively. For such purposes, the 
net incomes for 1952 and 1953 shall be computed as provided in 
§ 39.122-4 (c) of Regulations 118 (26 CFR (1939) 39.122-4(c) ), and 
the taxable incomes for 1955 through 1958 shall be computed as pro- 
vided in § 1.172-5 of these regulations. 

Example (%). (i) A taxpayer who makes his tax returns on 

the basis of a fiscal year ending June 30 has a net operating loss 
(computed as provided in § 1.172-3 (e)) for the taxable year 
which begins July 1, 1953, and ends June 30, 1954. The amount 
of the carryback from such taxable year to the taxable year end- 
ing June 30, 1952, the second preceding taxable year, is 181/365ths 
of the net operating loss. If such amount is not less than the 
net income (computed as provided in § 29 .122-4 (c) of Regula- 
tions 111 (26 CFR (1939) 29.122~4(c) ) ) for the taxable year ending 
June 30, 1952, the amount of the carryback to the taxable year which 
ends June 30, 1953, is the excess of the net operating loss over the 
net income so computed for the taxable year ending J une 30, 1952. 
The carryovers to the taxable years ending June 30, 1955, 1956, 1957, 
1958, and 1959 are computed in the same maimer as in example ( 1 ) . 

(ii) If, however, the net income so computed for the taxable 
year ending June 30, 1952, exceeds the amount of the carryback 
to such taxable year (181/365ths of the net operating loss for the 
loss year) , then the amount of the carryback to the taxable year 
ending June 30, 1953, is the excess of the net operating loss over 
the amount of the carryback to the taxable year ending June 30, 

1952. In such instance, the amount of the carryover to the tax- 
able year ending June 30, 1955, is the excess of the net operating 
loss over the sum of the amount of the carryback to the taxable 
year ending June 30, 1952, and the net income (computed as pro- 
vided in § 39.122-4(c) of Regulations 118 (26 CFR (1939) 39.122- 
4(c) ) ) for the taxable year ending June 30, 1953. The amount of 
the carryovers to the taxable years ending June 30, 1956, 1957, 1958, 
and 1959 is the excess of the net operating loss over the sum of the 
amount of the carryback to the taxable year ending June 30, 1952. 
the net income so computed for the taxable year ending June 30, 

1953, and the aggregate of the taxable incomes (computed as pro- 
vided in § 1.172-5) for the taxable years ending J une 30, 1955 ; 1955 
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and 1056; 1955, 1956, and 1957; and 1955, 1956, 1957, and 1958, 

respectively. 

( e ) Illustration . — The principles of this section are illustrated in 

§ 1.172-6. 

§ 1.172-5 Taxable Income Which Is Subtracted From Net Op- 
erating Loss To Determine Carryback or Carryover. — (a) Taxable 
year subject to 1954 Code . — The taxable income for any taxable year 
subject to the 1954 Code which is subtracted from the net operating 
loss for any other taxable year to determine the portion of such net 
operating loss which is a carryback or a carryover to a particular tax- 
able year is computed with the modifications prescribed in this para- 
graph. These modifications shall be made independently of, and 
without reference to, the modifications required by §§ 1.172-2 (a) and 
1.172-3(a) for purposes of computing the net operating loss itself. 

(1) Modifications applicable to corporations only . — In the case 
of a corporation the deductions provided by section 242 (relating 
to partially tax-exempt interest) and by section 922 (relating to 
Western Hemisphere trade corporations) shall not be allowed. 

(2) Modifications applicable to unincorporated taxpayers only . — 
In the case of a taxpayer other than a corporation, in computing 
taxable income and adjusted gross income — 

(i) No deduction shall be allowed under section 151 for the 
personal exemptions (or under any other section which grants 
a deduction in lieu of the deductions allowed by section 151) 
and under section 1202 in respect of the net long-term capital 
gain. 

(ii) The amount deductible on account of losses from sales 
or exchanges of capital assets shall not exceed the amount in- 
cludible on account of gains from sales or exchanges of capital 
assets. 


(3) Modifications applicable to all taxpayers . — In the case 
either of a corporation or of a taxpayer other than a corporation — 
(i) Net operating loss deduction . — The net operating loss 
deduction for such taxable year shall be computed by taking 
into account only such net operating losses otherwise allowable 
as carryovers or a carryback to such taxable year as were sus- 
tained in taxable years preceding the taxable year in which the 
taxpayer sustained the net operating loss from which the tax- 
able income is to be deducted. Thus, for such purposes the net 
operating loss for the loss year or for any taxable year there- 
after shall not be taken into account. 


Example . The taxpayer’s income tax returns are made 
on the basis of the calendar year. In computing the net 
operating loss deduction for 1954, the taxpayer has a carrv- 
over from 1952 of $9,000, a carryover from 1953 of $6,000, 

1955 0f $18 ’ 000 ’ and a c ^ryback from 
1956 of $10,000, or an aggregate of $43,000 in carryovers 
iqk carrybacks. Thus, the net operating loss deduction for 
• 9 fll f ^ pu ?? oses of d . ete rmining the tax liability for 1954, 
108 AUu however, m computing the taxable income for 
1954 which is subtracted from the net operating loss for 
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1955 for the purpose of determining the portion of such 
loss which may be carried over to subsequent taxable years, 
the net operating loss deduction for 1954 is $15,000, that is, 
the aggregate of the $9,000 carryover from 1952 and the 
$6,000 carryover from 1953. In computing the net operat- 
ing loss deduction for such purpose, the $18,000 carryback 
from 1955 and the $10,000 carryback from 1956 are dis- 
regarded. In computing the taxable income for 1954, how- 
ever, which is subtracted from the net operating loss for 

1956 for the purpose of determining the portion of such loss 
which may be carried over to subsequent taxable years, the 
net operating loss deduction for 1954 is $33,000, that is, the 
aggregate of the $9,000 carryover from 1952, the $6,000 
carryover from 1953, and the $18,000 carryback from 1955. 
In computing the net operating loss deduction for such pur- 
pose, the $10,000 carryback from 1956 is disregarded. 

(ii) Recomputation of percentage limitations . — Unless other- 
wise specifically provided in this subchapter, any deduction 
which is limited in amount to a percentage of the taxpayer’s 
taxable income or adjusted gross income shall be recomputed 
upon the basis of the taxable income or adjusted gross income, 
as the case may be, determined with the modifications prescribed 
in this paragraph. Thus, in the case of an individual the de- 
duction for medical expenses would be recomputed after making 
all the modifications prescribed in this paragraph, whereas the 
deduction for charitable contributions would be determined 
without regard to any net operating loss carryback but with 
regard to any other modifications so prescribed. 

Example (1). For the calendar year 1954 the taxpayer, 
an individual, files a return showing taxable income of 
$4,800, computed as follows : 


Salary $5, 000 

Net long-term capital gain 4, 000 


Total gross income $9, 000 

Less : Deduction allowed by section 1202 in respect 
of net long-term capital gain 2, 000 


Adjusted gross income ST, 000 

Less : 

Deduction for personal exemption $600 

Deduction for medical expense ($410 ac- 
tually paid but allowable only to extent in 
excess of 3% of adjusted gross income) — 200 

Deduction for charitable contributions 
($2,000 actually paid but allowable only to 
extent not in excess of 20% of adjusted 

gross income) 1,400 

2,200 


Taxable income $4,800 


In 1955 the taxpayer undertakes the operation of a trade 
or business and sustains therein a net operating loss of 
$3,000. In 1956 he sustains a net operating loss of $10,000 
in the operation of the business. In determining the amount 
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of the carryover of the 1956 loss to 1957 the taxable income 
for 1954 as computed under this paragraph is $3,970, de- 
termined as follows: 

Salary $5, 000 

Net long-term capital gain 4, 000 

Total gross income ... $9, 000 

Less: Deduction for carryback of 1955 net operating 
loss — 3, 000 


Adjusted gross income $6, 000 

Less : 

Deduction for medical expense ($410 ac- 
tually paid but allowable only to extent in 
excess of 3% of adjusted gross income as 

modified under this paragraph) $230 

Deduction for charitable contributions 
( $2,000 actually paid but allowable only to 
extent not in excess of 20% of adjusted 
gross income determined with all the modi- 
fications prescribed in this paragraph other 

than the net operating loss carryback) 1, 800 

2,030 


Taxable income $3, 970 

Example (2). For the calendar year 1954 the taxpayer, 
an individual, files a return showing taxable income of 
$5,700, computed as follows : 

Salary — $5, 000 

Net long-term capital gain 4, 000 


Total gross income 

Less: Deduction allowed by section 1202 in respect 
of net long-term capital gain 


$9, 000 
2 , 000 


Adjusted gross income $7, 000 

Less: Deduction for personal exemption $600 

Standard deduction allowed by section 141_ 700 

1, 300 

Taxable income 700 


In 1955 the taxpayer undertakes the operation of a trade 
0T . business and sustains therein a net operating loss 
01 &3,u0p. In 1956 he sustains a net operating loss of 
Sit), 000 in the operation of the business. In determining 
the amount, of the carryover of the 1956 loss to 1957 the 
taxable income for 1954 as computed under this paragraph 
is $5,400, determined as follows : 


Salary 

Net long-term capital gain II-IZII, IIZIIZIZZ 

Total gross income 

Less: Deduction for carryback of 1955 net” operating 


$5, 000 
4, 000 

$9, 000 

3, 000 


Adjusted gross income 

Less: Standard deduction allowed by section”l4L 

Taxable income 


$ 6 , 000 
600 

$5, 400 
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(iii) Minimum limitation.—^ The taxable income, as modified 
under this paragraph, shall in no case be considered less than 
zero. 

(b) Taxable year subject to 1939 Code . — For the computation of 
the net income for any taxable year subject to the 1939 Code which is 
subtracted from the net operating loss for any other taxable year to 
determine the portion of such loss which is a carryback or a carryover 
to a particular taxable year, see §39.122-4(c) of Regulations 118 
(26 CFR (1939) 39.122-4 (c) ) or the corresponding section of prior 
applicable regulations. 

§ 1.172-6 Illustration of Net Operating Loss Carrybacks and 
Carryovers.— The application of § 1.172-4 may be illustrated by the 
following example : 

(a) Facts. — The books of the taxpayer, whose return is made on 
the basis of the calendar year, reveal the following facts : 


Taxable year Net income Taxable income Net operating loss 

1952.. $20,000 

1953 ($75, 000) 

1954 $15, 000 

1955 30,000 

1956 (150, 000) 

1957 20,000 

1958 10,000 

1959 30,000 

1960 35, 000 

1961 „ 75,000 


The taxable (and net) income thus shown are computed without any 
net operating loss deduction. The assumption is also made that 
none of the other modifications prescribed in § 39.122-4 (c) of Regu- 
lations 118 (26 CFR (1939) 39.122-4(c)) and §1.172-5 of these 
regulations apply. There are no net operating losses for 1949, 1950, 
1951, 1962, or 1963. 

(b) Loss sustained in 1953 . — The portions of the $75,000 net 
operating loss for 1953 which shall be used as a carryback to 1952 
and as carryovers to 1954, 1955, 1956, 1957, and 1958 are computed 
as follows: 

(1) Carryback to 1952 . — The carryback to this year is 
$75,000, that is, the amount of the net operating loss. 

(2) Carryover to 1951^— The carryover to this year is 
$55,000, computed as follows : 

Net operating loss $75, 000 

Less: Net income for 1952 (computed without the deduc- 
tion of the carryback from 1953) 20,000 


Balance $55, 000 

(3) Carryover to 1955. — The carryover to this year is 
$40,000, computed as follows : 

Net operating loss $75,000 

Less : Net income for 1952 (computed without the 

deduction of the carryback from 1953) $20, 000 

Taxable income for 1954 (computed without the 
deduction of the carryover from 1953 or the 

carryback from 1956) 15,000 

35, 000 


Balance. 


$40,000 
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(4) Carryover to 1956 . — The carryover to this year is 
810,000, computed as follows : 


Net operating loss $75, 000 

Less: 

Net income for 1952 (computed without the 

deduction of the carryback from 1953) $20, 000 

Taxable income for 1954 (computed without 
the deduction of the carryover from 1953 

or the carryback from 1956) 15,000 

Taxable income for 1955 (computed with- 
out the deduction of the carryover from 

1953 or the carryback from 1956) 30,000 

65, 000 


Balance $10, 000 

(5) Carryover to 1957 . — The carryover to this year is $10,000, 
computed as follows : 

Net operating loss $75,000 

Less : 

Net income for 1952 (computed without the 

deduction of the carryback from 1953) $20, 000 

Taxable income for 1954 (computed without 
the deduction of the carryover from 1953 or 

the carryback from 1956) 15,000 

Taxable income for 1955 (computed without 
the deduction of the carryover from 1953 

or the carryback from 1956) — 30,000 

Taxable income for 1956 (a year in which a 
net operating loss was sustained) 0 


65, 000 


Balance $io, 000 

(6) Carryover to 1958 .— There is no carryover to this year of 
net operating loss from 1953 since such loss does not exceed 
y8o,000, the sum of the net income for 1952 and the taxable in- 
comes of the first four taxable years following 1953 This 
1^000 total consists of the $20,000 net income for 1952, the 
f^r 00 income for 1954, the $30,000 taxable income for 

1955, and the $20,000 taxable income for 1957, computed without 
a net operating loss deduction for any such taxable years since 
the carryback and carryovers from 1953 (the year of the net 
operating loss) and the carrybacks and carryover from 1956 
(a year subsequent to the year of the net operating loss) are 
not taken mto account. 

(e) Loss sustained in 1956 .— The portions of the $150,000 net oper- 
atmg loss for 1956 which shall be used as carrybacks to 1954 and 1955 
and as carryovers to 1957, 1958, 1959, 1960, and 1961 are computed in 
SLPW/V Tbe , am ount specified m such computation with 
a designated taxable year as the carryover to such year of 
the 1953 net operating loss is the amount computed for such year 
under paragraph (b) of this section. 1 7 

(1) Carryback to 1954.— t The carryback to this year is $150,- 
000, that is, the amount of the net operating loss. 

(2) Carryback to 1955.— The carryback to this year is $150,- 

000, computed as follows : ’ 
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Net operating loss $150, 000 

Less : Taxable income for 1954 (the $15,000 taxable income 
for such year reduced by the carryover to such year of 
$55,000 from 1953, the carryback from 1956 to 1954 not 
being taken into account) 0 

Balance $150, 000 

(3) Carryover to 1957 . — The carryover to this year is 
$150,000, computed as follows : 

Net operating loss $150,000 

Less : 

Taxable income for 1954 ( the $15,000 taxable 
income for such year reduced by the carry- 
over to such year of $55,000 from 1953, the 
carryback from 1956 to 1954 not being 


taken into account) $0 

Taxable income for 1955 ( the $30,000 taxable 
income for such year reduced by the carry- 
over to such year of $40,000 from 1953, the 
carryback from 1956 to 1955 not being 
taken into account) 0 

0 

Balance $150, 000 

(4) Carryover to 1958. — The carryover to this year is 
$140,000, computed as follows : 

Net operating loss : $150, 000 

Less * 

Taxable income for 1954 ( the $15,000 taxable 
income for such year reduced by the carry- 
over to such year of $55,000 from 1953, 
the carryback from 1956 to 1954 not being 

taken into account) $0 

Taxable income for 1955 ( the $30,000 taxable 
income for such year reduced by the carry- 
over to such year of $40,000 from 1953, the 
carryback from 1956 to 1955 not being 

taken into account) 0 

Taxable income for 1957 ( the $20,000 taxable 
income for such year reduced by the carry- 
over to such year of $10,000 from 1953, the 
carryover from 1956 to 1957 not being 
taken into account ) 10, 000 

10, 000 

Balance $140, 000 

(5) Carryover to 1959. — The carryover to this year is 
$130,000, computed as follows : 

Net operating loss $150,000 

Taxable income for 1954 ( the $15,000 taxable 
income for such year reduced by the carry- 
over to such year of $55,000 from 1953, the 
carryback from 1956 to 1954 not being 

taken into account) $0 

Taxable income for 1955 ( the $30,000 taxable 
income for such year reduced by the carry- 


416926 0 — 57 12 
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over to such year of $40,000 from 1953, the 
carryback from 195G to 1955 not being 

taken into account) 0 

Taxable income for 1957 (the $20,000 taxable 
income for such year reduced by the carry- 
over to such year of $10,000 from 1953, the 
carryover from 1956 to 1957 not being 

taken into account) 10,000 

Taxable income for 195S (the $10,000 taxable 
income for such year reduced by the carry- 
over to such year of $0 from 1953, the carry- 
over from 1956 to 1958 not being taken 

info account) 10,000 

20, 000 


Balance $130, 000 

(6) Carryover to 1960 . — The carryover to this year is $100,- 
000, computed as follows : 


Xet operating loss $150,000 

Less : 

Taxable income for 1954 (the $15,000 taxable 
income for such year reduced by the carry- 
over to such year of $55,000 from 1953, the 
carryback from 1956 to 1954 not being 

taken into account) $0 

Taxable income for 1955 (the $30,000 taxable 
income for such year reduced by the carry- 
over to such year of $40,000 from 1953, the 
carryback from 1956 to 1955 not being 

taken into account) 0 

Taxable income for 1957 (the $20,000 taxable 
income for such year reduced by the carry- 
over to such year of $10,000 from 1953, the 
carryover from 1956 to 1957 not being 

taken into account) 10 000 

Taxable income for 1958 (the $10,000 taxable 
income for such year reduced by the carry- 
over to such year of $0 from 1953, the carry- 
over from 1956 to 1958 not being taken into 

account) 10 oqo 

Taxable income for 1959 (computed without 
the deduction of the carryover from 1956) 30, 000 

50, 000 


Balance 

(7) Carryover to 1961 . — The 
000, computed as follows : 


$100, 000 

carryover to this year is $65,- 


Net operating loss. 
Less: 


Taxable income for 1954 (the $15,000 taxal 
income for such year reduced by the eari 
over to such year of $55,000 from 1953, t 
carryback from 1956 to 1954 not bei 
taken into account). 


iijiLu aeuuuilL ) _ 

Taxable income for 1955 (the $30,000 taxa 
income for such year reduced by the cai 
over to such year of $40,000 from 1953 
carryback from 1956 to 1955 not be 

taken into account) 

Taxable income for 1957 (the$20,00a taxa 
income for such year reduced by the car 


$150, 000 


0 
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over to such year of $10,000 from 1953, the 
carryover from 1956 to 1957 not being 

taken into account) 10,000 

Taxable income for 1958 (the $10,000 taxable 
income for such year reduced by the carry- 
over to such year of $0 from 1953, the carry- 
over from 1956 to 1958 not being taken into 

account) 10,000 

Taxable income for 1959 (computed without 
the deduction of the carryover from 1956) 30,000 

Taxable income for 1960 (computed without 
the deduction of the carryover from 1956) 35,000 

85, 000 


Balance $65, 000 

(d) Determination of net operating loss deduction for each 
year, — The carryovers and carrybacks computed under paragraphs 
(b) and (c) of this section are used as a basis for the computation 
of the net operating loss deduction in the manner prescribed in this 
paragraph. For this purpose the assumption is made that the ap- 
plication of § 39.122-5 of Regulations 118 (26 CFR (1939) 39.122- 
5) does not cause any reduction of the amount of the net operating 
loss carryback to 1952, so that such carryback is the net operating 
loss deduction for such year. 


Carryover Carryback Net operating 

Taxable year loss deduction 

From 1953 From 1956 From 1953 From 1956 

1952 $ 75,000 $ 75,000 

1954 $ 55,000 $ 150,000 205,000 

1955 40,000 .... 150,000 190,000 

1957 10,000 $ 150,000 160,000 

1958 0 140,000 140,000 

1959 . 130,000 130,000 

1960 — 100,000 100,000 

1961 65, 000 65, 000 


§1.172-7 Joint Return by Husband and Wife. — (a) In gen- 
eral. — This section prescribes additional rules for computing the net 
operating loss carrybacks and carryovers of a husband and wife mak- 
ing a joint return for one or more of the taxable years involved in the 
computation of the net operating loss deduction. If any one or more 
of the taxable years involved in the computation of such net operating 
loss carrybacks and carryovers is a taxable year subject to the 1939 
Code, see also §39.122-4(e) of Regulations 118 (26 CFR (1939) 
39.122-4(e) ) or the corresponding section of prior applicable regula- 
tions. 

(b) From separate to joint return . — If a husband and wife, making 

a joint return for any taxable year, did not make a joint return for 
any of the taxable years involved in the computation of a net operat- 
ing loss carryover or a net operating loss carryback to the taxable year 
for which the joint return is made, such separate net operating loss 
carryover or separate net operating loss carryback is a joint net operat- 
ing loss carryover or joint net operating loss carryback to such taxable 
year. . 

(c) Continuous use of joint return— li a husband and wife making 
a joint return for a taxable year made a joint return for each of the 
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taxable years involved in the computation of a net operating loss 
carryover or net operating loss carryback to such taxable year, the 
joint net operating loss carryover or joint net operating loss carryback 
to such taxable year is computed in the same manner as the net operat- 
ing loss carryover or net operating loss carryback of an individual 
under § 1.172-4 but upon the basis of the joint net operating losses 
and the combined taxable income of both spouses. 

(d) From joint to separate return. — If a husband and wife making 
separate returns for a taxable year made a joint return for any, or all, 
of the taxable years involved in the computation of a net operating 
loss carryover or net operating loss carryback to sueh taxable year, the 
separate net operating loss carryover or separate net operating loss 
carryback of each spouse to the taxable year is computed in the manner 
set forth in § 1.172-4 but with the following modifications: 

(1) Net operating loss. — The net operating loss of each spouse 
for a taxable year for which a joint return was made shall be deemed 
to be that portion of the joint net operating loss (computed in ac- 
cordance with paragraph (d) of § 1.172-3) which is attributable to 
the gross income and deductions of such spouse, gross income and 
deductions being taken into account to the same extent that they are 
taken into account in computing the joint net operating loss. 

(2) Taxable income to be subtracted. — (i) Net operating loss of 
other spouse. — The taxable income of a particular spouse for any 
taxable year which is subtracted from the net operating loss of such 
spouse for another taxable year in order to determine the amount of 
such loss which may be carried back or carried over to still another 
taxable year is deemed to be, in a case in which such taxable income 
was reported in a joint return, the sum of the following: 

(a) That portion of the combined taxable income of both 
spouses for such year for which the joint return was made which 
is attributable to the gross income and deductions of the par- 
ticular spouse, gross income and deductions being taken into 
account to the same extent that they are taken into account in 
computing such combined taxable income, and 

(&) That portion of such combined taxable income which is 
attributable to the other spouse ; but, if such other spouse sus- 
tained a net operating loss in a taxable year beginning on the 
same date as the taxable year in which the particular spouse 
sustained the net operating loss from which the taxable income 
is subtracted, then such portion shall first be reduced by such 
net operating loss of such other spouse. 

. (ii) Modifications— ¥ or purposes of this subparagraph, the com- 
bined taxable income shall be computed as though the combined in- 
come and deductions of both spouses were those of one individual. 
The provisions of § 1.172-5 shall apply in computing the combined 
taxable income for such purposes except that the net operating loss 
deduction shall be determined without taking into account any 
separate net operating loss of either spouse, or any joint net operat- 
ing loss of both spouses, which was sustained in a taxable year be- 
ginning on or after the date of the beginning of the taxable year in 
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which the particular spouse sustained the net operating loss from 
which the taxable income is subtracted. 

(e) Recurrent use of joint return . — If a husband and wife making 
a joint return for any taxable year made a joint return for one or more, 
but not all, of the taxable years involved in the computation of a net 
operating loss carryover or net operating loss carryback to such taxable 
year, such net operating loss carryover or net operating loss carryback 
to the taxable year is computed in the manner set forth in paragraph 
(d) of this section. Such net operating loss carryover or net operat- 
ing loss carryback is considered a joint net operating loss carryover 
or joint net operating loss carryback to such taxable year. 

(f ) Joint carryovers and carrybacks. — The joint net operating loss 
carryovers and the joint net operating loss carrybacks to any taxable 
year for which a joint return is made are all the net operating loss 
carryovers and net operating loss carrybacks of both spouses to such 
taxable year. For example, a husband and wife file a joint return 
for the calendar year 1956, having a joint taxable income for such 
year. The wife filed a separate return for the calendar years 1954 and 
1955, in which years she sustained net operating losses. The husband 
filed separate returns for his fiscal year ending June 80, 1955, and, 
having received permission to change his accounting period to^a calen- 
dar year basis, for the 6-month period ending December 81, 1955. The 
husband sustained net operating losses in both such taxable years. 
Since the husband and wife did not file a joint return for any tax- 
able year involved in the computation of the net operating loss carry- 
overs to 1956 from 1954 and 1955, the joint net operating loss carry- 
overs to 1956 are the separate net operating loss carryovers of the 
wife from the calendar years 1954 and 1955 and the separate net 
operating loss carryovers of the husband from the fiscal year ending 
June 80, 1955, and from the short taxable year ending December 81, 
1955. If the husband and wife also file joint returns for the calendar 
years 1957 and 1958, having a joint taxable income in 1957 and a joint 
net operating loss in 1958, the joint net operating loss carrybacks to 
1956 and 1957 from 1958 are computed on the basis of the joint net 
operating loss for 1958, since separate returns were not made for any 
taxable year involved in the computation of such carrybacks. 

(g) Illustration of principles. — In the following examples, which 
illustrate the application of this section, it is assumed that reference 
to the modifications prescribed in § 1.172-5 is unnecessary and that 
the taxable income or loss in each case is the taxable income or loss 
determined without any net operating loss deduction. The taxpayers 
in each example, H, a husband, and W, his wife, report their income 
on the calendar-year basis. 

Example (I). H and W filed joint returns for 1954 and 1955. 
They sustained a joint net operating loss of $1,000 for 1954 and 
a joint net operating loss of $2,000 for 1955. For 1954 the deduc- 
tions of H exceeded his gross income by $700, and the deductions of 
W exceeded her gross income by $800, the total of such amounts 
being $1,000. Therefore, $700 of the $1,000 joint net operating loss 
for 1954 is considered the net operating loss of H -for 1954, and 
$300. of such joint net operating loss is considered the net operating 
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loss of W for 1954 . For 1955 the gross income of H exceeded his 
deductions, so that, his separate taxable income would be $1,500, 
and the deductions of W exceeded her gross income by $3,500. 
Therefore, all of the $2,000 joint net operating loss for 1955 is con- 
sidered the separate net operating loss of W for 1955. 

Example (2). (i) H and W filed joint returns for 1954 and 

1956 , and separate returns for 1955 and 1957. For the years 1954, 
1955 , 1956 , and 1957 they had taxable incomes and net operating 
losses as follows, losses being indicated in parentheses : 



1954 

1955 

1956 

1957 

H 

($5, 000) 
(3, 000) 

($2, 500)! 
2, 000 

86, 500 

3, 000 

($4, 000) 
(1,500) 

W 

Total 

($8, 000) 


$9, 500 






(ii) The netoperating loss carryover of H from 1957 to 1958 
is $ 4 , 000 , that is, his $4,000 net operating loss for 1957 which is 
not reduced by any part of the taxable income for 1956, since none 
of such taxable income is attributable to H and the portion at- 
tributable to W is entirely offset by her separate net operating 
loss for her taxable year 1957, which taxable year begins on the 
same date as H’s taxable year 1957. H’s $4,000 net operating 
loss for 1957 likewise is not reduced by reference to 1955 since H 
sustained a loss in 1955. The $0 taxable income for 1956 which 
reduces ITs net operating loss for 1957 is computed as follows : 

(iii) The combined taxable income of $9,500 for 1956 is reduced 
n $ 1,000 by the net operating loss deduction for such year of 
8^.500. ^ This net operating loss deduction is computed without 
taking into account any net operating loss of either H or W sus- 
tained in a taxable year beginning on or after January 1, 1957, 
the date of the beginning of the taxable year in which H sustained 
om net operating loss from which the taxable income is subtracted. 
This $ 8,500 is composed of H’s carryovers of $5,000 from 1954 
and $ 2,500 from 1955, and of W’s carryover of $1,000 from 1954 
(the excess of W’s $3,000 loss for 1954 over her $2,000 income for 
1955). None of the $1,000 combined taxable income for 1956 
(computed with the net operating loss deduction described above) 
is attributable to H since it is caused by W’s income (computed 
after deducting her separate carryover) offsetting H’s loss (com- 
puted by deducting from his income his separate carryovers). 
No part of the $1,000 combined taxable income for 1956 which is 
attributable to W is used to reduce H’s net operating loss for 1957 
sm^such taxable income attributable to W must first be reduced 
by W's $1,500 net operating loss for 1957, her taxable year beginning 
on the same date as the taxable year of H in which he sustained 
the net operating loss from which the taxable income is subtracted. 

* F 1 e ^An P 1 eratm f ^carryover of W from 1957 to 1958 

$1 ’ 50( i ^ educed by the sum of her $0 taxable income 
for 1955 (computed by taking into account her $3,000 carryover 
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from 1954) and her $1,000 taxable income for 1956, that is, the 
portion of the combined taxable income for 1956 which is attributable 
to her. 

Example (3). (i) Assume the same facts as in example (2) 

except that for 1957 the net operating loss of W is $200 instead of 
$1,500. 

(ii) The net operating loss carryover of H from 1957 to 1958 
is $3,200, that is, his $4,000 net operating loss for 1957 reduced 
by the sum of his $0 taxable income for 1955 (a year in which he 
sustained a loss) and his $800 taxable income for 1956. Such 
$800 is computed as follows : 

(iii) The combined taxable income for 1956, computed with the 
net operating loss deduction in the manner described in example 
(2), remains $1,000, no part of which is attributable to H. To 
the $0 taxable income attributable to H for 1956 there is added 
$800, the excess of the $1,000 taxable income for such year attrib- 
utable to W over her $200 net operating loss sustained in 1957, a 
taxable year beginning on the same date as the taxable year of H 
in which he sustained the $4,000 net operating loss from which the 
taxable income is subtracted. 

(iv) W has no net operating loss carryover from 1957 to 1958 
since her net operating loss of $200 for 1957 does not exceed the 
$1,000 taxable income for 1956 attributable to her. 

Example (If), (i) Assume the same facts as in example (2), 

except that W changes her accounting period in 1957 to a fiscal 
year ending on January 31, and has neither income nor losses for 
the taxable year January 1, 1957, to January 31, 1957, but has a 
net operating loss of $200 for the fiscal year February 1, 1957, to 
J anuary 31, 1958. 

(ii) The net operating loss carryover of H from 1957 to 1958 
is $3,000, that is, his net operating loss of $4,000 for 1957 reduced 
by the sum of his $0 taxable income for 1955 (a year in which he 
sustained a loss) and his $1,000 taxable income for 1956. Such 
$1,000 is computed as follows : 

(iii) The combined taxable income for 1956, computed with the 
net operating loss deduction in the manner described in example 
(2), remains $1,000, no part of which is attributable to H. To 
the $0 taxable income attributable to H for 1956 there is added 
the $1,000 taxable income attributable to W for such year. The 
taxable income attributable to W is not reduced by any amount 
since she does not have a net operating loss for her taxable year 
beginning on January 1, 1957, the date of the beginning of the 
taxable year of H in which he sustained the $4,000 net operating 
loss from which his taxable income is subtracted. 

(iv) The net operating loss carryover of W from the fiscal year 
beginning February 1, 1957, to her next fiscal year is $200, that is, 
her net operating loss of $200 for the fiscal year beginning February 
1, 1957, reduced by the sum of her $0 taxable income for 1956 and 
her $0 taxable income for the taxable year January 1, 1957, to 
January 31, 1957 (a year in which she had no income). The $0 
taxable income for 1956 is computed as follows: 

(v) The combined taxable income of $9,500 for 1956 is reduced 
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to $0 amount by the net operating loss deduction for such year of 
$12,500. This net operating loss deduction is computed by taking 
into account the net operating loss of H for 1957 since it was 
sustained in a taxable year beginning before February 1, 19o7, the 
date of the beginning of the taxable year of W m which she sus- 
tained the net operating loss from which her taxable income 
is subtracted. This $12,500 is composed of H’s carryovers of $5,000 
from 1951 and $2,500 from 1955 and of his carryback of $1,000 
from 1957, plus W’s carryover of $1,000 from 1951 (the excess of 
TTs $3,000 loss for 1951 over her $2,000 income for 1955). Since 
there is no combined taxable income for 19o6, there is no taxable 
income attributable to W for such year. 

§ 1.172-8 Net Operating Loss Carryback for Purposes of the 
Excess Profits Tax (a) Applicable rule.— In computing the excess 
profits tax imposed by subchapter D of chapter 1 of the 1939 Code, 
excess profits net income shall be computed as if section 172 of the 
1951 Code had not been enacted and as if section 122 of the 1939 Code 
were applicable to all pertinent taxable years to which the 1951 Code 
is otherwise applicable. 

(b) Illustrations— The application of paragraph (a) of this sec- 
tion may be illustrated as follows : 

( 1 ) Net operating loss. — The net operating loss itself, even though 
it is sustained in a taxable year which is otherwise subject to. the 
1951 Code, shall be computed for this purpose under the provisions 
of section 122 of the 1939 Code and § 39.122-2 of Regulations 118 
(28 CFR (1939) 39.122-2) or the corresponding section of prior 
applicable regulations. 

(2) Net operating loss carryback . — (i) Since section 122. of the 
1939 Code allows only a one-year carryback of a loss sustained in 
a taxable year beginning after December 31, 1919, only such one- 
year carryback shall be allowed for purposes of computing excess 
profits net income even though the loss is sustained in a taxable 
year ending after December 31, 1953, for which section 172(b) (1) 
otherwise allows a two-year carryback. 

(ii) Thus, a calendar year taxpayer which sustains a net oper- 
ating loss in 1951 may carry such loss back to both 1952 and 1953 
for purposes of computing the normal tax and surtax imposed by 
sections" 13 and 15, respectively, of the 1939 Code, but may carry 
such loss back only to 1953 for purposes of computing excess 
profits net income m determining the excess profits tax . imposed 
by subchapter D of chapter 1 of the 1939 Code. Such 1951 loss shall 
have no effect on the determination of the excess profits tax for 
1952. The amount of the carryback from 1951 to 1953 for purposes 
of determining the excess profits tax for 1953 is an amount equal 
to the amount of the net operating loss computed as provided in sub- 
paragraph ( 1 ) of this paragraph. 

(iii) A net operating loss sustained in the calendar year 1955 by 
such taxpayer may be carried back to 1953 for purposes of computing 
normal tax and surtax but shall have no effect on the determination 

, of the excess profits tax for 1953 or for any other year. 
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ADDITIONAL ITEMIZED DEDUCTIONS FOR INDIVIDUALS 

§ 1.214 Statutory Provisions; Additional Itemized Deductions 
for Individuals ; Expenses for Care of Certain Dependents. 

SEC. 214. EXPENSES FOR CARE OF CERTAIN DEPENDENTS. 

(a) General Rule. — There shall be allowed as a deduction expenses paid 
during the taxable year by a taxpayer who is a woman or a widower for the 
care of one or more dependents (as defined in subsection (e) (1) ), but only 
if such care is for the purpose of enabling the taxpayer to be gainfully 
employed. 

(b) Limitations. — 

(1) In general. — The deduction under subsection (a) — 

(A) shall not exceed $600 for any taxable year ; and 

(B) shall not apply to any amount paid to an individual with re- 
spect to whom the taxpayer is allowed for his taxable year a deduc- 
tion under section 151 (relating to deductions for personal 
exceptions). 

(2) Working wives. — In the case of a woman who is married, the 
deduction under subsection (a) — 

(A) shall not be allowed unless she files a joint return with her 
husband for the taxable year, and 

(B) shall be reduced by the amount (if any) by which the ^ad- 
justed gross income of the taxpayer and her spouse exceeds $4,500. 

This paragraph shall not apply if the taxpayer’s husband is incapable 
of self-support because mentally or physically defective. 

(c) Definitions. — For purposes of this section — 

(1) Dependent. — The term “dependent” means a person with respect 
to whom the taxpayer is entitled to an exemption under section 
151(e)(1) — 

(A) who has not attained the age of 12 years and who (within 
the meaning of section 152) is a son, stepson, daughter, or step- 
daughter of the taxpayer ; or 

( B ) who is physically or mentally incapable of caring for himself. 

(2) Widower. — The term “widower” includes an unmarried indi- 
vidual who is legally separated from his spouse under a decree of divorce 
or of separate maintenance. 

(3) Determination of status. — A woman shall not be considered 
as married if she is legally separated from her spouse under a decree 
of divorce or of separate maintenance at the close of the taxable year. 

§'1.214—1 Expenses for the Care of Certain Dependents. — (a) 
General rule . — Section 214 allows a deduction from gross income of 
expenses paid for the care of certain dependents where the care is 
for the purpose of enabling the taxpayer to be gainfully employed. 
Such expenses are referred to in this section as “child care’ 5 expenses. 
The deduction may not exceed $600 for any taxable year (regardless 
of the number of dependents for whose care the expenses are paid) 
and is allowed only for expenses incurred while the taxpayer is gain- 
fully employed or in active search of gainful employment. The em- 
ployment which is the cause of the incurring of the expenses may, 
however, consist of services either within or without the home of 
the taxpayer. Self-employment constitutes employment for purposes 
of section 214. 

(b) Taxpayers who may qualify for the deduction . — The deduction 
provided in section 214 is allowed only to a woman or a widower. For 
the purpose of this paragraph, the following rules apply : 

(1) A widower . — The deduction is allowed for expenses paid by 
a taxpayer who is a widower at the time the expenses are incurred. 
The term “widower” includes (i) a man whose wife has died and 
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who has not remarried, (ii) a man who is divorced from his wife, 
and has not remarried, and (iii) a man who is legally separated 
from his wife under a decree of legal separation. 

(2) A married woman ivhose husband is capable of self-support . — 
If the expenses are paid by a woman (i) who is married at the 
time the expenses are incurred, (ii) whose husband at that time is 
not incapable of self-support because he is mentally defective or 
physically disabled, and (iii) who is not divorced or legally sepa- 
rated at the end of the taxable year, the deduction is allowed, but 
only if she files a joint income tax return with her husband for the 
taxable year in which the expenses are paid. Further, the amount 
otherwise deductible shall be reduced by the amount, if any, by 
which the combined adjusted gross income of the taxpayer and her 
spouse exceeds $1,500 for the taxable year in which the expenses 
are paid. The amount otherwise deductible is the amount expended 
for child care or $600, whichever is lesser. The determination of 
whether the taxpayer’s husband is incapable of self-support because 
of a mental defect or physical disability shall be made without re- 
gard to his income from sources other than his own earnings. For 
purposes of this subparagraph, the term “earnings” means wages, 
salaries, commissions, professional fees, and other amounts received 
as compensation for personal services actually rendered. It does 
not include income such as pensions, annuities, sick-pay, interest, 
dividends, or rents. 

(3) A married woman whose husband is incapable of self- 
support. — (i) The deduction is allowed without regard to the limi- 
tations described in subparagraph (2) of this paragraph for 
expenses paid by a married woman whose husband is incapable of 
self-support because he is mentally defective or physically disabled 
(as defined in subparagraph (2) of this paragraph) at the time the 

- expenses are incurred. 

(ii) A married woman claiming a deduction under this sub- 
paragraph shall attach to her income tax return in which the deduc- 
tion is claimed a statement disclosing (a) the nature of her husband’s 
disability, (b) the period of the disability, and (c) if her husband 
had earnings during the period, the amount of such earnings 
Where the husband is capable of self-support for part of a taxable 
year the child care expenses incurred for such part shall be treated 
under subparagraph (2) of this paragraph. See example (8) of 
paragraph (c) of this section. y 

(4) A single woman.— The deduction is also allowed without 
regard to the limitation described in subparagraph (2) of this para- 
graph for expenses paid by a woman who (i) is unmarried at the 
time the expenses are incurred, or (ii) is, at the close of her taxable 
year, legally separated from her husband under a decree of divorce 
or of separate maintenance. 

. (**) d)etermination of status. — If child care expenses are incurred 
m one taxable year and paid in another, the status of a taxpayer 
described m subparagraphs (1) to (4) of this paragraph, inclusive, 
shall be determined as of the year in which the expenses are incurred, 
and not when such expenses are paid. 

(c) Computation of deduction. — The deduction for child care ex- 
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penses is allowable only with respect to such expenses actually paid 
during the taxable year regardless of when the event which occa- 
sioned the expenses occurred and regardless of the method of ac- 
counting employed by the taxpayer in making his income tax return. 
If child care expenses are incurred but not paid during the taxable 
year, no deduction can be taken for such year. Thus, if an expendi- 
ture was incurred in December 1955, but not paid until January 
1956, no deduction may be taken for the calendar year 1955. The 
following examples illustrate the computation of the deduction allowed 
by section 214 in the case of a taxpayer making his return on the 
basis of the calendar year. In each example it is assumed that the 
expenses are of the type which would qualify for the deduction. 

Example (I). M was a widower during 1954, until September 1, 
when he remarried. He paid $50 each month in 1954 for child care 
expenses. He may take into account, for purposes of the deduction 
allowed by section 214, only the expenses paid during the taxable 
year which were incurred while he was unmarried. Since the ex- 
penses were $400 ($50 per month from January to August, inclu- 
sive), the amount of the deduction is $400. If M had paid $100 
per month during 1954, the deduction would be limited to $600, 
although the expenses incurred while M was unmarried amount 
to $800. 

Example (0). H and W were married during the entire year 
1954. W, the wife, paid $900 for child care expenses incurred during 
the year. The combined adjusted gross income of H and W for 
1954 was $5,000. The allowable deduction under section 214 is $100 
($600, the maximum deduction allowable, reduced by $500, the 
excess of adjusted gross income of $5,000 over $4,500 ) ; The deduc- 
tion of $100 is allowable only if H and W made a joint return for 
1954. 

Example (3). The facts are the same as in example (2), except 
that the child care expenses paid during the year were $400. No 
deduction is allowable under section 214, since the amount of ex- 
penses paid, $400, is less than $500 (the excess of the adjusted gross 
income over $4,500) . 

Example (J). During 1954, W, a woman, paid $50 each month 
for child care expenses. She was unmarried until April 1, 1954, 
and was married for the remainder of the year. H, her husband, 
was capable of self-support, and the combined adjusted gross in- 
come of husband and wife was $4,700. H and W made a joint return 
for 1954. The total deduction allowable to W under section 214 
is $400, computed as follows: $150 as expenses incurred while W 
was a single woman, and $250 as expenses incurred while W was 
married; the $250 is arrived at by taking the amount expended 
while H and W were married, $450, and reducing it by $200 (the 
excess of adjusted gross income, $4,700 over $4,500). 

Example (J). The facts are the same as in example (4), except 
that the amounts paid are $75 per month ($225 being paid for ex- 
penses incurred while W was single and $675 while she was mar- 
ried) . The total allowable deduction in this case is $600. $225 is 
deductible as expenses incurred while W was a single woman. $400 
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of the expenses incurred during the period of marriage is also de- 
ductible. However, the maximum deduction allowable to W is 
$ 600 . The allowable amount for expenses incurred during the 
period of marriage is determined as follows: $675 (the amount ex- 
pended during the period) is reduced to $600 (the maximum deduc- 
tion allowable) and $600 is then reduced by $200 (the excess of 
adjusted gross income $4,700 over $4,500) to $400. 

Example (6 ) . H and W were married during 1954 prior to July 
1, when they received a decree of divorce. She did not remarry 
during 1954. W paid $100 per month for child care expenses dur- 
ing 1954. The allowable deduction is $600. Since TV is considered 
to have been a single woman during all of 1954, the limitations with 
respect to the deduction allowed to a married woman are not ap- 
plicable, and only the $600 limitation applies. 

Example (7) . H and TV married on July 1, 1954. At all times in 
1954, until J uly 1, H was a widower and W was a widow. H and W 
each paid $750 for child care in 1954, prior to their marriage. Each 
is allowed a deduction for 1954 of $600, regardless of their adjusted 
gross income and of the amount of their child care expenditures 
while married, and whether or not a joint return was filed. How- 
ever, no additional deduction would be allowed for child care ex- 
penses paid after their marriage. 

Example ( 8 ). H and TV were married at all times during the 
year 1954. As a result of an accident, H incurred injuries which 
rendered him incapable of self-support during 1954 until Septenn 
her 1.^ The adjusted gross income of H and W for 1954 was $4,700. 
TV paid $60 each month hi 1954 for child care expenses. The de- 
duction allowable to W by section 214 is $520. This amount is com- 

S osed of $480, representing the amounts paid during H ? s period of 
inability, and $40, representing the allowable deduction of expenses 
paid in the amount of $240 from September to December, inclusive 
($240 is reduced by $200, the excess of the adjusted gross income 
($4,700) over $4,500) . 

Example (9). H and TV were married from January 1, 1954 to 
October 1, 1954, when H died. The combined adjusted gross in- 
come of the spouses was $4,800. TV paid $50 per month for child 
care expenses throughout the entire year. The deduction allowed 
to TV if shelled a separate return is $150, the amount paid while 
she was a widow. If a joint return is filed on behalf of the widow 
and her deceased husband, the deduction allowable is $300 which 
includes $150 deductible as a married woman (the amount expended 
during marriage, $450, being reduced by $300, the excess of $4,800 
over $4,500). 

(d) Depe?idents. — ( 1 ) The deduction provided by section 214 is 
allowed only for expenses paid for the care of an individual who (for 
th© taxable year of the taxpayer in which the expenses are incurred) 
is a dependent of the taxpayer for whom an exemption is allowed 
under section 151(e) (1). Furthermore, the dependent must, at the 
time the expenses are incurred, be either — 

(i) Under the age of 12 years, or 

(ii> Physically or mentally unable to care for himself. It is not 
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necessary that the dependent be permanently disabled in order for 
the amount expended for his care to be deductible. However, the 
mere fact that the disability, whether temporary or permanent, ren- 
ders him incapable of self-support does not necessarily mean that 
he is incapable of self-care within the meaning of this subdivision. 
The deduction for expenses paid for the care of a dependent under 
the age of 12 years is allowed even though the dependent is not a 
child or stepchild of the taxpayer. 

(2) The rules provided in sections 151 and 152, with respect to the 
definition and qualification of an individual as a dependent, govern 
for the purpose of section 214. Thus, expenses for the care of a child 
or stepchild of the taxpayer under 12 whom the taxpayer supports 
are deductible even though the child or stepchild has gross income of 
$600 or more. On the other hand, expenses for the care of an aged 
parent would not be deductible if the gross income condition of section 
151(e) (1) (A) is not met. The term “dependent” does not include 
the spouse of a taxpayer. 

(e) Payments to a dependent. — No deduction is allowed under sec- 
tion 214 for expenses paid to an individual for whom the taxpayer 
is allowed, for the taxable year in which the expenses are paid, an 
exemption under section 151. Thus, if the taxpayer, a working 
widow, supports her mother and is entitled to claim her as a depend- 
ent, she may not deduct amounts paid to the mother for the care of the 
taxpayer’s children. 

(f) What expenses are deductible . — (1) In general.— In order for 
an expense to be deductible under section 214, it must meet three con- 
ditions : First, the expense must be for the care of a dependent ; second, 
it must be for a dependent’s care while the taxpayer is gainfully em- 
ployed or in search of gainful employment ; and third, the expense 
must be for the purpose of enabling the taxpayer to be gainfully em- 
ployed. In determining whether an expense meets these conditions, 
all the facts and circumstances of the case must be taken into con- 
sideration. 

(2) Definition of care of a dependent. — (i) In general, the phrase 
Expenses for the care of a dependent” means amounts expended for 
the primary purpose of assuring the dependent’s well being and pro- 
tection. It does not include all benefits which may be bestowed upon 
him. Accordingly, amounts expended to provide food, clothing, or 
education, are not, in themselves, amounts expended for “care” so as 
to be deductible under section 214. However, where the manner of 
providing care is such that the expense which must be incurred in- 
cludes payments for other benefits which are inseparably a part of the 
care, the full amount of the expense will be considered to be incurred 
for care. Thus, the full amount paid to a nursery school will be con- 
sidered to be for the care of the child, even though the school also 
furnishes lunch, recreational activities, and other benefits. . . 

(ii) The manner of providing the care need not be the least expen- 
sive method available to the taxpayer. For example, the taxpayer’s 
mother may reside at the taxpayer’s home and be available to afford 
the taxpayer’s child adequate care. Regardless of this fact, the expense 
incurred for thechild at a nursery school or day camp may be expense 
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lor the care ol the child. See, however, subparagraph (4) of this para- 
graph with respect to the requirement that the expense must be ior 
the purpose ol enabling the taxpayer to be gainfully employed. 

in ; Where a portion of an expenditure is for the care of a depend- 
ent a portion is for other unrelated purposes, a reasonable alloca- 
tion shall be made and only the portion of the amount paid which is 
attributable to the care shall be considered an amount to which section 
214 is applicable. This rule is applicable if, for example, a servant 
performs household duties and also cares for the children of the tax- 
payer. In this case, however, where one of the children is under 12, 
and the other (or others) is over 12, there need be no further allocation 
between the children under 12 years and those over that age. 

(S) Period of employment* — Since the deduction is allowed only tor 
expenses for care for those periods during which the taxpayer is 
gainfully employed (or in active search of gainful employment), an 
allocation may be required when an expense covers periods or care in 
which no employment is involved. Thus, if a taxpayer pays $50 each 
month during the year for care of his child at a foster home, and the 
taxpayer is employed (or in search of employment) for only two 
months during the year, the deduction is limited to $100. 

(4) Purpose of expenditure . — Even if an expense is incurred for 
the care of a dependent, it is not deductible unless it is incurred for 
the purpose of permitting the taxpayer to be gainfully employed. 
Whether that is the true purpose of the expense depends upon the 
facts and circumstances of the particular case. Thus, the fact that 
the cost of providing care for a dependent is greater than the amounts 
anticipated to be received from the employment of the taxpayer may 
indicate that the purpose of the expenditure is other than to permit 
the taxpayer to be gainfully employed. 

(5) Examples . — The following examples illustrate the application 
of this paragraph : 


Example (1). A widow has a child who is too young to attend 
public school. In order that she may be gainfully employed, the 
widow places the child in a nursery school while she is at work. The 
expenses paid to the nursery school are child care expenses to which 
the deduction under section 214 is applicable. Assuming the 
nursery school provides lunch for the child, no allocation is re- 
quired between that part of the expense which might be considered 
to be for the lunch as distinguished from the expense of assuring 
the child’s protection. 

Example (£). The taxpayer, a single woman, in order to be 
gainfully employed employs a housekeeper who cares for the tax- 
payer’s two children, aged 9 and IB years, respectively, in addition 
to performing regular household duties of cleaning and cooking. 
If it is assumed that the compensation paid to the housekeeper is 
$1,200 during the year, and that $500 is allocated to the care of the 
children, a deduction of $500 is allowed under section 214. No allo- 
cation is required for purposes of determining which part of the 
$500 is for the care of the 9-year-old child. If the expenses allocable 
to the care of the children were $700, the amount of the deduction 
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would be $600, tbe maximum amount allowable in a taxable year 
under section 214. 

Example (3). The taxpayer, a single woman, has a dependent 
grandchild 10 years of age who has been attending public school. 
The taxpayer who has been working part time is offered a position 
involving full-time employment which she can accept only if ar- 
rangements are made for the care of the child from 8 a. m. to 5 : 30 
p. m. Such arrangements are made at a private school to which 
she sends the child.^ The expenses paid to the school are for the 
care of the child without allocation between that part of the ex- 
pense which represents tuition and that part which represents true 
care. The expense is considered to be incurred for the purpose of 
enabling the taxpayer to be gainfully employed. 

Example (If). The taxpayer, a widow with a substantial income, 
has a child aged 11 who has been attending boarding school for 
several years. The taxpayer, who has been performing gratuitous 
services for a philanthropic organization, accepts a part-time job 
with the organization for which she is paid a small salary. From 
these facts it would appear that the expense of continuing the child 
in the boarding school is not for the purpose of enabling the tax- 
payer to be gainfully employed, whether or not the expense is con- 
sidered to be incurred for the care of the child. 

Example (5). The taxpayer, a widower, has a child who is 
physically incapable of caring for himself. In order to be gain- 
fully employed the taxpayer sends the child to a school for children 
who are physically handicapped. The expense of the school, whether 
a day school or a boarding school, is a child care expense. 

Example ( 6 ). The taxpayer, a single woman, lives with her 
mother who is an invalid incapable of caring for herself. In order 
to be gainfully employed the taxpayer hires a practical nurse whose 
sole duty consists of providing for the care of the mother while the 
taxpayer is at work. The expense paid to the nurse may be a “child 
care” expense. 

( g) Expenses qualifying under section *213. — ( 1 ) An expense which 
may constitute an amount otherwise deductible under section 213, re- 
lating to medical, etc., expenses, may also, as an example (6) of para- 
graph (f ) of this section, constitute an expense for which a deduction 
is allowable under section 214. In such a case, that part of the amount 
for which a deduction is allowed under section 214 shall not be treated 
as an expense under section 213. 

(2) On the other hand, where an amount is treated as a medical ex- 
pense under section 213 for purposes of determining the amount de- 
ductible under that section, it shall not be allowed as a deduction under 
section 214. 

(3) The provisions of this paragraph may be illustrated by the 
following examples : 

. Example ( 1 ). W, a single woman, pays $720 during the taxable 
year for the care of her child who suffers from infantile paralysis. 
It is assumed that the expenses are of a nature which qualify as 
medical expenses under section 213. It is also assumed that these 
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expenses are for the purpose of permitting W to be gainfully em- 
ployed. W’s adjusted gross income for the taxable year is $5,000. 
She is allowed a deduction of $600 for child care expenses under sec- 
tion 214. The balance of the expenses, or $120, she treats as medical 
expenses. However, this amount does not exceed 3 percent of her 
adjusted gross income and is thus not allowable as a deduction under 
section 213. 

Example (2). It would not be proper in the case presented in 
(1) for W first to determine under section 213 her deductible 
medical expenses (which would be $570 ($720 less 3%X$5,000)), 
and then claim as a deduction under section 214 the $150 which 
is not deductible under section 213. The $150 would be dis- 
allowed under section 214 for the reason that it was treated as 
a medical expense in determining the amount deductible under 
section 213. 

Example (3). W, a single woman under the age of 65 years, 
is also the head of a household. She pays $12,000 during the tax- 
able year for child care expense which also qualify as medical ex- 
penses under section 213. W’s adjusted gross income for the taxable 
year is $18,000. She is allowed a deduction of $600 for child care 
expenses under section 214. The balance, or $11,400, is treated as 
medical expenses. The allowable deduction under section 213 for 
such expenses is the excess of 3 percent of W’s adjusted gross income, 
or $10,860, but subject to the maximum limitation in section 213. 

SPECIAL DEDUCTIONS FOR CORPORATIONS 

§ 1.241 Statutory Provisions ; Allowance of Special Deduc- 
tions. 

SBC. 241. ALLOWANCE OF SPECIAL DEDUCTIONS. 

In addition to the deductions provided in part VI (sec. 161 and following) , 
there shall be allowed as deductions in computing taxable income the items 
specified in this part. 

§ 1.241-1 ^ Allowance of Special Deductions. — A corporation, in 
computing its taxable income, is allowed as deductions the items speci- 
fied in part VIII of subchapter B of chapter 1 (sections 242 through 
248) in addition to the deductions provided in part VX (section 161 and 

following) . 

§ 1.242 Statutory Provisions ; Partially Tax-Exempt Interest. 
SEC. 242. PARTIALLY TAX-EXEMPT INTEREST. 

fa) Allowance of Deduction.— There shall be allowed to a corporation 
as a deduction the amount received as interest on obligations of the United 
States or on obligations of corporations organized under Act of Congress 
which are instrumentalities of the United States, but only if— 

(1) such interest is included in gross income ; and 

(2) such interest is exempt from. normal tax under the Act authoriz- 
ing the issuance of such obligations. 

(b) Cross Reference. — For reduction of deduction under subsection (a) 
on account of amortizable bond premium, see section 171. 

§ 1.242-1 Deduction for Partially Tax Exempt Interest. — A 
corporation is allowed a deduction under section 242(a) in an amount 
equal to certain interest received on obligations of the United States, 
or on obligations of corporations organized under acts of Congress 
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which are instrumentalities of the United States. The interest for 
which a deduction shall be allowed is interest which is included in gross 
income and which is exempt from normal tax under the Act as 
amended and supplemented which authorized the issuance of the 
obligations. 

§ 1.243 Statutory Provisions ; Dividends Received by Corpora- 
tions. 

SEC. 243. DIVIDENDS RECEIVED BY CORPORATIONS. 

(a) General Rule. — In llie case of a corporation* tliere shall be allowed 
as a deduction an amount equal to 85 percent of the amount received as 
dividends (other than dividends described in paragraph (1) of section 244. 
relating to dividends on the preferred stock of a public utility) from a 
domestic corporation which is subject to taxation under this chapter. 

(b) Special Rules for Certain Distributions. — For purposes of sub- 
section (a) — 

(1) Any amount allowed as a deduction under section 591 (relating 
to deduction for dividends paid by mutual savings banks, etc. ) shall not 
be treated as a dividend. 

(2) A dividend received from a regulated investment company shall 
be subject to the limitations prescribed in section 854. 

§ 1.243-1 Deduction for Dividends Received by Corporations. — 

(a)^ A corporation is allowed a deduction under section 243(a) for 
dividends received from a domestic corporation which is subject to 
taxation under chapter 1 of the Internal Revenue Code. The deduc- 
tion for a taxable year, except as provided in subsection (b) of section 

243 and in section 246, is an amount equal to 85 percent of such divi- 
dends received by the corporation during the taxable year. To deter- 
mine the amount of the distribution to a recipient corporation and the 
amount of the dividend, see § 1.301-1 and § 1.316-1. 

(b) The deduction allowed by section 243 shall be determined with- 
out regard to any dividends described in paragraph (1) of section 

244 (relating to dividends on the preferred stock of a public utility). 
That is, such deduction shall be determined without regard to any 
dividends received on the preferred stock of a public utility which is 
subject to taxation under chapter 1 of the Internal Revenue Code and 
with respect to which a deduction is allowed by section 247 (relating to 
dividends paid on certain preferred stock of public utilities) . For a 
deduction with respect to such dividends received on the preferred 
stock of a public utility, see section 244. If a deduction for dividends 
paid is not allowable to the distributing corporation under section 247 
with respect to the dividends on its preferred stock, such dividends 
received from a domestic public utility corporation subject to taxation 
under chapter 1 of the Internal Revenue Code are includible in deter- 
mining the deduction allowed by section 243(a). 

(c) For limitation of dividends received deduction, see section 246 
and the regulations thereunder. 

§ 1.243-2 Special Rules for Certain Distributions. — (a) Divi- 
dends paid by mutual, savings banks , etc . — In determining the deduc- 
tion provided in section 243(a), any amount allowed as a deduction 
under section 591 (relating to deduction for dividends paid by mutual 
savings banks, cooperative banks, and domestic building and loan 
associations) shall not be considered as a dividend. 

(b) Dividends received from regulated investment companies . — 
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In determining the deduction provided in section 243(a), dividends 
received from a regulated investment company shall be subject to the 
limitations provided in section 854. 

§ 1.244 Statutory Provisions ; Dividends Deceived on Certain 
Preferred Stock. 

SEC. 244. DIVIDENDS RECEIVED ON CERTAIN PREFERRED STOCK. 

In the case of a corporation, there shall be allowed as a deduction an 
amount computed as follows : 

(1) First determine the amount received as dividends on the pre- 
ferred stock of a public utility which is subject to taxation under this 
chapter and with respect to which the deduction provided in section 247 
for dividends paid is allowable. 

(2) Then multiply the amount determined under paragraph (1) by 
the fraction — 

(A) the numerator of which is 14 percent, and 

(B) the denominator of which is that percentage which equals 
the sum of the normal tax rate and the surtax rate for the taxable 
year prescribed by section 11. 

(3) Finally ascertain the amount which is 85 percent of the excess 
of— 

(A) the amount determined under paragraph ( 1 ) , over 

(B) the amount determined under paragraph (2). 

§ 1.244-1 Deduction for Dividends Deceived on Certain Pre- 
ferred Stock. — A corporation is allowed a deduction under section 
244 for dividends received on certain preferred stock of certain pub- 
lic utility corporations subject to taxation under chapter 1 of the In- 
ternal Devenue Code. The deduction is allowable only for dividends 
received on the preferred stock of a public utility with respect to which 
the deduction for dividends paid provided in section 247 (relating to 
dividends paid on certain preferred stock of public utilities) is al- 
lowable to the distributing corporation. 

§ 1.244-2 Computation of Deduction. — (a) Section 244 provides 
a specific rule for the computation of the deduction for dividends re- 
ceived on the preferred stock of a public utility. The deduction com- 
puted under section 244 is subject to the limitation provided in sec- 
tion 246. 

(b) The computation of the deduction provided in section 244 may 
be illustrated bv the following examples: 

Example (j). Corporation A, which files its income tax re- 
turns on the calendar year basis, received in 1954 $100,000 as di- 
vidends on the preferred stock of Corporation B, a public utility 
corporation which is subject to taxation under chapter 1 of the 
Internal Devenue Code. The deduction provided in section 247 
is allowable to Corporation B, the distributing corporation, with 
respect to these dividends. The corporation normal tax rate and 
the surtax rate for the calendar year 1954 are 30 percent and 22 
percent, respectively. The deduction allowable to Corporation A 
under section 244 for the year 1954 with respect to these divi- 
dends is $62,115.38, computed as follows: 

Dividends received on preferred stock of Corporation B _ $100, 000. 00 

Iiess: Tlie fraction specified in section (244) (2) 1 % 2 X$100,000_ 26,923. 08 

Amount subject to 85 percent deduction. 

Deduction ; 85 percent of $73,076.92 
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Example (2). Assume tlie facts are tlie same as In example (1) 
except that the year involved is a taxable year for which the 
corporation normal tax rate and the surtax rate are 25 percent and 
22 percent, respectively. The deduction allowable to Corporation 
A under section 244 for that taxable year is $59,680.85, computed 


as follows : 

Dividends received on preferred stock of Corporation B §100, 000. 00 

Less: The fraction specified in section 244(2) Mil X $100,000 29, 787.23 

Amount subject to 85 percent deduction §70, 212. 77 

Deduction : 85 percent of $70,212.77 $59, 680. 85 


§ 1.245 Statutory Provisions ; Dividends Received From Cer- 
tain Foreign Corporations. 

SEC. 245. DIVIDENDS RECEIVED FROM CERTAIN FOREIGN 
CORPORATIONS 

In the case of dividends received from a foreign corporation (other than 
a foreign personal holding company) which is subject to taxation under 
this chapter, if, for an uninterrupted period of not less than 36 months 
ending with the close of such foreign corporation’s taxable year in which 
such dividends are paid (or, if the corporation has not been in existence for 
36 months at the close of such taxable year, for the period the foreign cor- 
poration has been in existence as of the close of such taxable year) such 
foreign corporation has been engaged in trade or business within the United 
States and has derived 50 percent or more of its gross income from sources 
within the United States, there shall be allowed as a deduction in the ease 
of a corporation — 

(1) An amount equal to the percent (specified in section 243 for the 
taxable year) of the dividends received out of its earnings and profits 
specified in paragraph (2) of the first sentence of section 316(a), but 
such amount shall not exceed an amount which bears the same ratio to 
such percent of such dividends received out of such earnings and profits 
as the gross income of such foreign corporation for the taxable year 
from sources within the United States bears to its gross income from all 
sources for such taxable year, and 

(2) An amount equal to the percent (specified in section 243 for the 
taxable year) of the dividends received out of that part of its earnings 
and profits specified in paragraph (1) of the first sentence of section 
316(a) accumulated after the beginning of such uninterrupted period, 
but such amount shall not exceed an amount which bears the same ratio 
to such percent of such dividends received out of such accumulated earn- 
ings and profits as the gross income of such foreign corporation from 
sources within the United States for the portion of such interrupted 
period ending at the beginning of such taxable year bears to its gross 
income from all sources for such portion of such uninterrupted period. 

§ 1.245-1 Deduction for Dividends Received From Certain 
Foreign Corporations. — (a) A corporation is allowed a deduction 
under section 245 for dividends received from a foreign corporation 
(other than a foreign personal holding company as defined in section 
552) which is subject to taxation under chapter 1 of the Internal 
Revenue Code if, for an uninterrupted period of not less than 36 
months ending with the close of the foreign corporation’s taxable year 
in which the dividends are paid, such foreign corporation has been 
engaged in trade or business within the United States and has derived 
50 percent or more of its gross income from sources within the United 
States. If the foreign corporation has been in existence less than 36 
months as of the close of the taxable year in which the dividends are 
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paid, then the applicable uninterrupted period to be taken into con- 
sideration in lieu of the uninterrupted period of 36 or more months 
is the entire period such corporation has been in existence as of the 
close of such taxable year. An uninterrupted period which satisfies 
the twofold requirement with respect to business activity and gross 
income may start at a date later than the date on which the foreign 
corporation first commenced an uninterrupted period of engaging in 
trade or business within the United States, but the applicable uninter- 
rupted period is in any event the longest uninterrupted period which 
satisfies such twofold requirement. 

(b) The deduction provided in section 245 for a taxable year, ex- 
cept as provided in section 246, is the sum of the amounts computed 
under paragraphs (1) and (2) of section 245. 

(c) The determination of earnings and profits distributed in any 
taxable year shall be made in accordance with the principles of sec- 
tion 316(a). For the determination of the source of income, see part I 
of subchapter N of chapter 1 (sections 861 through 864) and the regu- 
lations thereunder. 

(d) The application of section 245 may be illustrated by the follow- 
ing examples: 

Example ( 1 ). Corporation A (a foreign corporation filing its 
income tax returns on a calendar year basis) whose stock is 100 per- 
cent owned by Corporation B (a domestic corporation filing its 
income tax returns on a calendar year basis) for the first time en- 
gaged in trade or business within the United States on January 1, 
1943, and qualifies under section 245 for the entire period beginning 
on that date and ending on December 31, 1954. Corporation A had 
accumulated earnings and profits of $50,000 immediately prior to 
January 1, 1943, and had earnings and profits of $10,000 for each 
taxable year during the uninterrupted period from January 1, 1943, 
through December 31, 1954. It derived for the period from Jan- 
uary 1, 1943, through ^December 31, 1953, 90 percent of its gross 
income from sources within the United States and in 1954 derived 
95 percent of its gross income from sources within the United 
States. During the calendar years 1943, 1944, 1945, 1946, and 1947 
Corporation A distributed in each year $15,000 ; during the calendar 
years 1948 , 1949, 1950, 1951, 1952, and 1953 it distributed in each 
year $ 5 , 000 ; and during the year 1954, $50,000. An analysis of the 
accumulated earnings and profits under the above statement of 
facts discloses that at December 31, 1953, the accumulation 
amounted to $55,000, of which $25,000 w y as accumulated prior to the 
^uninterrupted period” and $30,000 was accumulated during the 
uninterrupted period. (See section 316(a) and paragraph (c) of 
this section.) For 1954 a deduction under section 245 of $31,025 
($ 8,075 on 1954 earnings of the foreign corporation, plus $22,950 
from the $30,000 accumulation at December 31, 1953) for dividends 
received from a foreign corporation is allowable to Corporation B 
with respect to the $50,000 received from Corporation A, computed 
as follows : 


(!) $8,075, which is $8,500 ( 85 percent— the percent specified in section 243 
for the calendar year 1954 — of the $10,000 of earnings and profits of the taxable 
year) multiplied hy 95 percent (the portion of the gross income of Corporation 

§ 1.245-1 (b) 



193 


A derived during the taxable year 1954 from sources within the United States), 
plus 

(ii) $22,950, which is $25,500 (85 percent — the percent specified in section 248 
for the calendar year 1954 — of $30,000, the part of the earnings and profits 
accumulated after the beginning of the uninterrupted period) multiplied by 90 
percent (the portion of the gross income of Corporation A derived from sources 
within the United S rates during that portion of the iminterrupted period ending 
at the beginning of the taxable year 1954) . 

Example (£). If in example (1), Corporation A for the taxable 
year 1954 had incurred a deficit of $10,000 (shown to have been 
incurred before December 31) the amount of the earnings and 
profits accumulated after the beginning of the uninterrupted period 
would be $20,000. If Corporation A had distributed $50,000 on 
December 31, 1954, the deduction under section 245 for dividends 
received from a foreign corporation allowable to Corporation B 
for 1954 would be $15,300, computed by multiplying $17,000 (85 
percent — the percent specified in section 243 for the calendar year 
1954 — of $20,000 earnings and profits accumulated after the begin- 
ning of the uninterrupted period) by 90 percent (the portion of 
the gross income of Corporation A derived from United States 
sources during that portion of the uninterrupted period ending at 
the beginning of the taxable year 1954) . 

§1.246 Statutory Provisions; Rules Applying to Deductions 
for Dividends Received. 

SEC. 246. RULES APPLYING TO DEDUCTIONS FOR DIVIDENDS 
RECEIVED. 

(a) Deduction Not Allowed for Dividends From Certain Corpora- 
tions. — The deductions allowed by sections 243, 244, and 245 shall not apply 
to any dividend from — 

(1) a corporation organized under the China Trade Act, 1922 (see sec. 
941) ; or 

(2) a corporation which, for the taxable year of the corporation in 
which the distribution is made, or for the next preceding taxable year of 
the corporation, is — 

(A) a corporation exempt from tax under section 501 (relating 
to certain charitable, etc., organizations) or section 521 (relating to 
farmers’ cooperative associations) ; or 

(B) a corporation to which section 931 (relating to income from 
sources within possessions of the United States) applies. 

(b) Limitation on Aggregate Amount of Deductions. — 

(1) General rule. — Except as provided in paragraph (2), the aggre- 
gate amount of the deductions allowed by sections 243, 244, and 245 
shall not exceed 85 percent of the taxable income computed without re- 
gard to the deductions allowed by sections 172, 243, 244, 245, and 247. 

(2) Effect of net operating loss. — Paragraph (1) shall not apply for 
any taxable year for which there is a net operating loss (as determined 
under section 172) . 

§ 1.246-1 Deductions Not Allowed for Dividends From Certain 
Corporations. — The deductions provided in sections 243 (relating to 
dividends received by corporations), 244 (relating to dividends re- 
ceived on certain preferred stock), and 245 (relating to dividends 
received from certain foreign corporations), are not allowable with 
respect to any dividend received from — 

(a) A corporation organized under the China Trade Act, 1922 
( 15 IT. S. C. ch. 4) (see section 941) ; or 

(b) A corporation which is exempt from tax under section 501 
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(relating to certain charitable, etc., organizations) or section 521 
(relating to farmers’ cooperative associations) for the taxable year 
of the corporation in which the distribution is made or for its next 
preceding taxable year; or . . 

(c) A corporation to which section 981 (relating to income from 
sources within possessions of the United States) applies iov the 
taxable year of the corporation in which the distribution is made 
or for its next preceding taxable year. 

§1.246-2 Limitation ox- Aggregate Amount of Deductions. — 
(a) General rule . — The sum of the deductions allowed by sections 248 
(relating to dividends received by corporations), 244 (relating to divi- 
dends received on certain preferred stock) , and 245 (relating to divi- 
dends received from certain foreign corporations) , except as provided 
in section 246(b) (2) and in paragraph (b) of this section, is limited 
to 85 percent of the taxable income of the corporation. # The taxable 
income of the corporation for this purpose is computed without regard 
to the net operating loss deduction allowed by section 172, the deduc- 
tion for dividends paid on certain preferred stock of public utilities 
allowed by section 247, and the deductions provided in sections 248, 
244, and 245. For definition of the term “taxable income,” see section 
68 . 

(b) Effect of net operating loss . — If the shareholder corporation 
has a net operating loss (as determined under section 172) for a 
taxable year, the limitation provided in section 246(b)(1) and in 
paragraph (a) of this section is not applicable for such taxable year. 
In that event, the deductions provided in sections 248, 244, and 245 
shall be allowable for all tax purposes to the shareholder corporation 
for such taxable year without regard to such limitation. If the share- 
holder corporation does not have a net operating loss for the taxable 
year, however, the limitation will be applicable for all tax purposes 
for such taxable year. In determining whether the shareholder cor- 
poration has a net operating loss for a taxable year under section 172, 
the deductions allowed by sections 248, 244, and 245 are to be computed 
without regard to the limitation provided in section 246(b) (1) and 
in paragraph (a) of this section. 

§ 1.247 Statutory Provisions ; Dividends Paid on Certain Pre- 
ferred Stock of Public Utilities. 

SEC. 2 47. DIVIDENDS PAID ON CERTAIN PREFERRED STOCK OF 
PUBLIC UTILITIES. 

(a) Amount of Deduction. — In the case of a public utility, there shall 
be allowed as a deduction an amount computed as follows : 

(1) First determine the amount which is the lesser of — 

(A) the amount of dividends paid during the taxable year on its 
preferred stock, or 

(B) the taxable income for the taxable year (computed without 
the deduction allowed by this section ) . 

(2) Then multiply the amount determined under paragraph (1) by the 
fraction — 

(A) the numerator of which is 14 percent, and 

(B) the denominator of which is that percentage which equals the 
sum of the normal tax rate and the surtax rate for the taxable year 
specified in section 11. 

For purposes of the deduction provided in this section, the amount of 
dividends paid shall not include any amount distributed in the current tax- 
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able year with respect to dividends unpaid and accumulated in any taxable 
year ending before October 1, 1942. Amounts distributed in the current 
taxable year with respect to dividends unpaid and accumulated for a prior 
taxable year shall for purposes of this subsection be deemed to be distributed 
with respect to the earliest year or years for which there are dividends 
unpaid and accumulated. 

(b) Definitions. — For purposes of this section and section 244 — 

(1) Public utility. — The term “public utility” means a corporation 
engaged in the furnishing of telephone service or in the sale of electrical 
energy, gas, or water, if the rates for such furnishing or sale, as the 
case may be, have been established or approved by a State or political 
subdivision thereof or by an agency or instrumentality of the United 
States or by a public utility or public service commission or other 
similar body of the District of Columbia or of any State or political sub- 
division thereof. 

(2) Preferred stock. — The term “preferred stock” means stock is- 
sued before October 1, 1942, which during the whole of the taxable year 
(or the part of the taxable year after its issue) was stock the dividends 
in respect of which were cumulative, limited to the same amount, and 
payable in preference to the payment of dividends on other stock. Stock 
issued on or after October 1, 1942, shall be deemed for purposes of 
this paragraph to have been issued before October 1, 1942, if it was 
issued (including issuance either by the same or another corporation in 
a transaction which is a reorganization (as defined in section 36S(a)), 
a transaction to which section 371 (relating to insolvency reorganiza- 
tions) applies, or a transaction subject to part VI of subchapter O 
(relating to exchanges in SEC obedience orders), or the respectively 
corresponding provisions of the Internal Revenue Code of 1939) to re- 
fund or replace bonds or debentures issued before October 1, 1942, or 
to refund or replace other preferred stock (including stock which is 
preferred stock by reason of this sentence), but only to the extent that 
the par or stated value of the new stock does not exceed the par, stated, 
or face value of the bonds or debentures issued before October 1, 1942, or 
the other preferred stock, which such new stock is issued to refund or 
replace. The determination of whether stock was issued to refund or re- 
place bonds or debentures issued before October 1, 1942, or to refund or 
replace other preferred stock, shall be made under regulations pre- 
scribed by the Secretary or his delegate. 

§ 1.247-1 Deduction" for Dividends Paid on Preferred Stock of 
Public Utilities. — (a) Amount of deduction . — (1) A deduction is 
provided in section 247 for dividends paid during the taxable year by 
certain public utility corporations (see paragraph (b) of this section) 
on certain preferred stock (see paragraph (c) of this section). This 
deduction is an amount equal to the product of a specified fraction 
times the lesser of (i) the amount of the dividends paid during the 
taxable year by a public utility on its preferred stock (as defined in 
paragraph (c) of this section) , or (ii) the taxable income of the public 
utility for such taxable year (computed without regard to the deduc- 
tion allowed by section 247). The specified fraction for any taxable 
year is the fraction the numerator of which is 14 and the denominator 
of which is the sum of the corporation normal tax rate and the surtax 
rate for such taxable year specified in section 11. Since section 11 
provides that for the calendar year 1954 the corporation normal tax 
rate is 30 percent and the surtax rate is 22 percent, the sum of the two 
tax rates is 52 percent and the specified fraction for the calendar 
year 1954 is 14/52. If, for example, section 11 should specify that 
the corporation’s normal tax rate is 25 percent and the surtax rate is 
22 percent for the calendar year, the sum of the two tax rates will be 
47 percent and the specified fraction for the calendar year will be 
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14/47. If Corporation A, a public utility which files its income tax 
return on the calendar year basis, pays $100,000 dividends on its pre* 
ferred stock in the calendar year 1954 and if its taxable income for 
such year is greater than $100,000 the deduction allowable to Corpora- 
tion A under section 247 for 1954 is $100,000 times 14/52, or $26,923.08. 
If in 1954 Corporation A’s taxable income, computed without regard 
to the deduction provided in section 247, had been $90,p00 (that is, 
less than the amount of the dividends which it paid on its preferred 
stock in that year), the deduction allowable under section 247 for 
1954 would have been $90,000 times 14/52, or $24,230.77. 

(2) For the purpose of determining the amount of the deduction 
provided in section 247(a) and. in subparagraph (1) of this paragraph, 
the amount of dividends paid in a given taxable year shall not include 
any amount distributed in such year with respect to dividends unpaid 
and accumulated in any taxable year ending before October 1, 1942. 
If any distribution is made in the current taxable year with respect 
to dividends unpaid and accumulated for a prior taxable year, such 
distribution will be deemed to have been made with respect to the 
earliest year or years for which there are dividends unpaid and accu- 
mulated. Thus, if a public utility makes a distribution with respect 
to a prior taxable year, it shall be considered that such distribution 
was made with respect to the earliest year or years for which there 
are dividends unpaid and accumulated, whether or not the public 
utility states that the distribution was made with respect to such year 
or years and even though the public utility states that the distribution 
was made with respect to a later year. Even though it has dividends 
unpaid and accumulated with respect to a taxable year ending before 
October 1, 1942, a public utility may, however, include the dividends 
paid with respect to the current taxable year in computing the deduc- 
tion under section 247. If there are no dividends unpaid and accu- 
mulated with respect to a taxable year ending before October 1, 1942, 
a public utility may include the dividends paid with respect to a prior 
taxable year which ended after October 1, 1942, in computing the 
deduction under section 247; such public utility in addition may in- 
clude the dividends paid with respect to the current taxable year in 
computing the deduction under section 247. However, if local law or 
its own charter requires a public utility to pay all unpaid and accu- 
mulated dividends before any dividends can be paid with respect to 
the current taxable year, such public utility may not include any 
distribution in the current year in computing the deduction under 
section 247 to the extent that there are dividends unpaid and accu- 
mulated with respect to taxable years ending before October 1, 1942. 

(3) If a corporation^ which is engaged in one or more of the four 
types of business activities (called utility activities in this section) 
enumerated in section 247(b) (1) (the furnishing of telephone service 
or the sale of electrical energy, gas, or water) is also engaged in some 
other business that does not fall within any of the enumerated cate- 
gories, the deduction under section 247 is allowable only for such por- 
tion of the amount computed under section 247(a) as is allocable to 
the income from utility activities. For this purpose, the allocation 
may be made on the basis of the ratio which the total income from the 
utility activities bears to total income from all sources (total income 
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being considered either gross income or gross receipts, whichever 
method results in the higher deduction) , However, if such an alloca- 
tion reaches an inequitable result and the books of the corporation are 
so kept that the taxable income attributable to the utility activities 
can be readily determined, particularly where the books of the corpora- 
tion are required by governmental bodies to be so kept for rate making 
or other purposes, the allocation may be made upon the basis of tax- 
able income. No such apportionment will be required if the income 
from sources other than utility activities is less than 20 percent of the 
total income of the corporation, irrespective of the method used in 
determining such total income. 

(b) Puttie utility . — As used in section 247 and this section, public 
utility means a corporation engaged in the furnishing of telephone 
service, or in the sale of electric energy, gas, or water if the rates 
charged by such corporation for such furnishing or sale, as the case 
maybe, have been established or approved by a State or political sub- 
division thereof or by an agency or instrumentality of the United 
States or by a public utility or public service commission or other 
similar body of the District of Columbia or of any State or political 
subdivision thereof. If a schedule of rates has been filed with any of 
the above bodies having the power to disapprove such rates, then such 
rates shall be considered as established or approved rates even though 
such body has taken no action on the filed schedule. Rates fixed by 
contract between the corporation and the purchaser, except where the 
purchaser is the United States, a State, the District of Columbia, or an 
agency or political subdivision of the United States, a State, or the Dis- 
trict of Columbia, shall not be considered as established or approved 
rates in those cases where they are not subject to direct control, or 
where no maximum rate for such contract rates has been established 
by the United States, a State, the District of Columbia, or by an agency 
or political subdivision thereof. The deduction provided in section 
247 will not be denied solely because part of the gross income of the 
corporation consists of revenue derived from such furnishing or sale at 
rates which are not so regulated, provided the corporation establishes 
to the . satisfaction of the Commissioner (1) that the revenue from 
regulated rates and the revenue from unregulated rates are derived 
from the operation of a single interconnected and coordinated system 
within a single area or region in one or more States, or from the oper- 
ation of more than one such system and (2) that the regulation to 
which it is subject in part of its operating territory in one such system 
is effective to control rates within the unregulated territory of the 
same system so that the rates within the unregulated territory have 
been and are substantially as favorable to users and consumers as are 
the rates within the regulated territory. 

(c) Preferred stock . — (1) For the purposes of section 247 and this 
section, preferred stock means stock (i) which was issued before 
October 1, 1942, (ii) the dividends in respect of which (during the 
whole of the taxable year, or the part of the taxable year after the 
actual date of the issue of such stock) were cumulative, nonparticipat- 
ing as to current distributions, and payable in preference to the 
payment of dividends on other stock, and (iii) the rate of return 
on which is fixed and cannot be changed by a vote of the board of 
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directors or by some similar method. However, if there are several 
classes of preferred stock, all of which meet the above requirements, 
the deduction provided in section 247 shall not be denied in the case 
of a given class of preferred stock merely because there is another 
class of preferred stock whose dividends are to be paid before those 
of the given class of stock. Likewise, it is immaterial for the purposes 
of section 247 and this section whether the stock be voting or non voting 
stock. 

b (2) Preferred stock issued on or after October 1, 1942, under certain 
circumstances will be considered as having been issued before October 
1, 1942, for purposes of the deduction provided in section 247. If the 
new stock is issued on or after October 1, 1942, to refund or replace 
bonds or debentures which were issued before October 1, 1942, or to 
refund or replace other stock which was preferred stock within the 
meaning of section 247(b) (2) (or the corresponding provision of the 
Internal Revenue Code of 1939), such new stock shall be considered 
as having been issued before October 1, 1942. If preferred stock is 
issued to refund or replace stock which was preferred stock within 
the meaning of section 247 (b)(2) (or the corresponding provision of 
the Internal Revenue Code of 1939), it shall be immaterial whether 
the preferred stock so refunded or replaced was issued before, on, or 
after October 1, 1942. If stock issued on or after October 1, 1942, to 
refund or replace stock which was issued before October 1, 1942, and 
which was preferred stock within the meaning of section 247(b) (2) 
(or the corresponding provision of the Internal Revenue Code of 
1939), is not itself preferred stock within the meaning of section 
247(b) (2) (or the corresponding provision of the Internal Revenue 
Code of 1939), no stock issued to refund or replace such stock can 
be considered preferred stock for purposes of the deduction provided 
in section 247. 

(3) In the case of any preferred stock issued on or after October 
1, 1942, to refund or replace bonds or debentures issued before October 
1, 1942, or to refund or replace other stock which was preferred 
stock within the meaning of section 247 (b) (2) (or the corresponding 
provision of the Internal Revenue Code of 1939), only that portion 
of the stock issued on or after October 1, 1942, will be considered as 
haying been issued before October 1, 1942, the par or stated value of 
which does not exceed the par, stated, or face value of such bonds, 
debentures, or other preferred stock which the new stock was issued 
to refund or replace. In such case no shares of the new stock issued on 
or after October 1, 1942, shall be earmarked in determining the deduc- 
tion allowable under section 247, but the appropriate allocable portion 
of the total amount of dividends paid on such stock will be considered 
as having been paid on stock which was issued before October 1, 1942. 

(4) The provisions of section 247 (b) (2) may be illustrated by the 
following example: 

Example. A public utility has outstanding 1,000 bonds which 
were issued before October 1, 1942, and each of which has a face 
value of $100. On or after October 1, 1942, each of such bonds is 
retired in exchange for IWo shares of preferred stock issued on 
ot after October 1, 1942, and having a par value of $100 per share. 
Only of the dividends paid on the preferred stock thus issued 
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in exchange for the bonds will be considered as having been paid 
on stock which was issued before October 1, 1942. Likewise, if 
preferred stock which is issued on or after October 1, 1942, has 
no par value but a stated value of $50 per share and such stock 
is issued in a ratio of three shares to one share to refund or replace 
preferred stock having a par value of $100 per share, only two- 
thirds of the dividends paid on the new shares of stock will be 
considered as having been paid on stock which was issued before 
October 1, 1942. 

(5) Whether or not preferred stock issued on or after October 1, 
1 942, was issued to refund or replace bonds or debentures issued before 
October 1, 1942, or to refund or replace other preferred stock, is in 
each case a question of fact. Among the factors to be considered is 
whether such stock is new in an economic sense to the corporation or 
whether it was issued merely to take the place, directly or indirectly, 
of bonds, debentures, or other preferred stock of such corporation. 
It is not necessary that the new preferred stock be issued in exchange 
for such bonds, debentures, or other preferred stock. The mere fact 
that the bonds, debentures, or other preferred stock remain in exist- 
ence for a short period of time after the issuance of the new stock 
(or were retired before the issuance of the new stock) does not neces- 
sarily mean that such new stock was not issued to refund or replace 
such bonds, debentures, or other preferred stock. It is necessary to 
consider the entire transaction, including the issuance of the new 
preferred stock, the date of such issuance, the retirement of the old 
bonds, debentures, or preferred stock, and the date of such retirement, 
in order to determine whether such new stock really was issued to 
take the place of bonds, debentures, or other preferred stock of the 
corporation or whether it represents something essentially new in an 
economic sense in the corporation’s financial structure.^ If, for ex- 
ample, a public utility, which has outstanding bonds issued before 
October 1, 1942, issues new preferred stock on October 1, 1954, in order 
to secure funds with which to retire such bonds and with the money 
paid in for such stock retires the bonds on November 1, 1954, such stock 
may be considered as having been issued to refund or replace bonds 
issued before October 1, 1942. Whether the money used to retire the 
bonds can be traced back and identified as the money paid in for 
the stock will have evidentiary value, but will not be conclusive, in 
determining whether the stock was issued to refund or replace the 
bonds. Similarly, whether the amount of money used to retire the 
bonds was smaller than, equal to, or greater than that paid in for the 
stock, or whether the entire issue of bonds is retired, will be important, 
but not decisive, in making such determination. 

(6) Preferred stock issued on or after October 1, 1942, by a corpora- 
tion to refund or replace bonds or debentures of a second corporation 
which were issued before October 1, 1942, or to refund or replace other 
preferred stock of such second corporation, may be considered as hav- 
ing been issued before October 1, 1942, if such new stock was issued 
(i) in a transaction which is a reorganization within the meaning of 
section 368(a) or the corresponding provisions of the Internal Rev- 
enue Code of 1939 ; or (ii) in a transaction to which section 371 (relat- 
ing to insolvency reorganizations), or the corresponding provisions 
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of the Internal Revenue Code of 1939, is applicable; or (iii) in a 
transaction which is subject to the provisions of part VI of subchapter 
O (relating to exchanges and distributions in obedience to orders of 
the Securities and Exchange Commission) or to the corresponding 
provisions of the Internal Revenue Code of 1939. Whether the stock 
actually was issued to refund or replace bonds or debentures of the 
second corporation issued before October 1, 1942, or to refund or 
replace preferred stock of such second corporation, shall be determined 
under the same principles as if only one corporation were involved. A 
corporation may issue stock to refund or replace its own bonds, de- 
bentures, or other preferred stock in a transaction which is a re- 
organization within the meaning of section 368(a) or the correspond- 
ing provisions of the Internal Revenue Code of 1939, in a transaction 
to which section 371 or the corresponding provisions of the Internal 
Revenue Code of 1939 is applicable, or in a transaction which is 
subject to the provisions of part VI of subchapter O of this chapter 
or to the corresponding provisions of the Internal Revenue Code 
of 1939. The provisions of this paragraph, in addition, are applicable 
in case a corporation issues stock on or after October 1, 1942, to re- 
fund or replace its own bonds, debentures, or other preferred stock 
even though the issuance of such stock may not fall within one of the 
categories enumerated above. 

(7) Even though stock issued on or after October 1, 1942, is con- 
sidered as having been issued before October 1, 1942, by reason of hav- 
ing been issued to refund or replace bonds or debentures issued before 
October 1, 1942, or to refund or replace other preferred stock, such 
stock will not be deemed to be preferred stock within the mean- 
ing of section 247 (b) (2), and no deduction will be allowable in re- 
spect of dividends paid on such stock, unless the stock fulfills all 
the other requirements of a preferred stock set forth in section 
247 (b) (2) and in this paragraph. 

§1.248 Statutory Provisions; Organizational Expenditures. 
SEC. 248. ORGANIZATIONAL EXPENDITURES. 

(a) Election to Amortize. — The organizational expenditures of a corpo- 
ration may, at the election of the corporation (made in accordance with reg- 
ulations prescribed by the Secretary or bis delegate), be treated as deferred 
expenses. In computing taxable income, such deferred expenses shall be 
allowed as a deduction ratably over such period of not less than 60 months 
as may be selected by the corporation (beginning with the month in which 
the corporation begins business) . 

(b) Organizational Expenditures Defined. — The term “organizational 
expenditures” means any expenditure which — 

(X) is incident to the creation of the corporation * 

(2) is chargeable to capital account ; and 

(3) is of a character which, if expended incident to the creation of a 
corporation having a limited life, would be amortizable over such life. 

(c) Time for and Scope of Election.— -The election provided by subsec- 
tion (a) may be made for any taxable year beginning after December 31, 
19^3* but only if made not later than the time prescribed by law for filing the 
return for such taxable year (including extensions thereof). The period so 
elected shall be adhered to in computing the taxable income of the corpora- 
tion for the taxable year for which the election is made and all subsequent 
taxable years. The election shall apply only with respect to expenditures 
paid or incurred on or after the date of enactment of this title. 
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§ 1.248-1 Election to Amortize Organizational Expenditures. — 
(a) In general . — (1) Section 248(a) provides that a corporation may 
elect for any taxable year beginning after December 31 , 1953 , to treat 
its organizational expenditures, as defined in subsection (b) of section 
248 and in paragraph (b) of this section, as deferred expenses. A 
corporation which exercises such election must, at the time it makes 
the election, select a period of not less than 60 months, beginning with 
the month in which it began business, over which it will amortize its 
organizational expenditures. The period selected by the corporation 
may be equal to or greater, but not less, than 60 months, but in any 
event it must begin with the month in which the corporation began 
business. The organizational expenditures of the corporation which 
are treated as deferred expenses under the provisions of section 248 
and this section shall then be allowed as a deduction in computing 
taxable income ratably over the period selected by the taxpayer. The 
period selected by the taxpayer in making its election may not be 
subsequently changed but shall be adhered to in computing taxable 
income for the taxable year for which the election is made and all 
subsequent taxable years. 

(2) If a corporation exercises the election provided in section 
248(a), such election shall apply to all of its expenditures which are 
organizational expenditures within the meaning of subsection (b) of 
section 248 and paragraph (b) of this section. The election shall 
apply, however, only with respect to expenditures incurred before the 
end of the taxable year in which the corporation begins business 
(without regard to whether the corporation files its returns on the 
accrual or cash method of accounting or whether the expenditures are 
paid in the taxable year in which they are incurred) , if such expendi- 
tures are paid or incurred on or after August 16, 1954 (the date of 
enactment of the Internal Revenue Code of 1954). 

(3) The deduction allowed under section 248 must be spread over 
a period beginning with the month in which the corporation begins 
business. The determination of the date the corporation begins busi- 
ness presents a question of fact which must be determined in each 
case in light of all the circumstances of the particular case. 

The words “begins business,” however, do not have the same mean- 
ing as “in existence.” Ordinarily, a corporation begins business when 
it starts the business operations for which it was organized; a cor- 
poration comes into existence on the date of its incorporation. Mere 
organizational activities, such as the obtaining of the corporate 
charter, are not alone sufficient to show the beginning of business. If 
the activities of the corporation have advanced to the extent necessary 
to establish the nature of its business operations, however, it will be 
deemed to have begun business. For example, the acquisition of 
operating assets which are necessary to the type of business contem- 
plated may constitute the beginning of business. 

(b) Organizational expenditures defined . — (1) Section 248(b) de- 
fines the term “organizational expenditures.” Such expenditures, for 
purposes of section 248 and this section, are those expenditures which 
are directly incident to the creation of the corporation. An expendi- 
ture, in order to qualify as an organizational expenditure, must be 
(i) incident to the creation of the corporation, (ii) chargeable to the 
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capital account of the corporation, and (iii) of a character which, if 
expended incident to the creation of a corporation having a limited 
life, would be amortizable over such life. An expenditure which fails 
to meet each of these three tests may not be considered an organiza- 
tional expenditure for purposes of section 248 and this section. 

(2) The following are examples of organizational expenditures 
within the meaning of section 248 and this section : legal services in- 
cident to the organization of the corporation, such as drafting the 
corporate charter, by-laws, minutes of organizational meetings, terms 
of original stock certificates, and the like; necessary accounting serv- 
ices; expenses of temporary directors and of organizational meetings 
of directors or stockholders; and fees paid to State of incorporation. 

(3) The following expenditures are not organizational expendi- 
tures within the meaning of section 248 and this section: 

(i) Expenditures connected with issuing or selling shares of stock 
or other securities, such as commissions, professional fees, and 
printing costs. This is so even where the particular issue of stock 
to which the expenditures relate is for a fixed term of years; 

(ii) Expenditures connected with the transfer of assets to a 
corporation. 

(4) Expenditures connected with the reorganization of a corpora- 
tion, unless directly incident to the creation of a corporation, are not 
organizational expenditures within the meaning of section 248 and 
this section. 

(c) Time and manner of making election. — The election provided 
by section 248(a) and paragraph (a) of this section shall he made 
in a statement attached to the taxpayer’s return for the taxable year 
in which it begins business. Such taxable year must be one which 
begins after December 31, 1953. The return and statement must be 
filed not later than the date prescribed by law for filing the return 
(including any extensions of time) for the taxable year in which the 
taxpayer begins business. The statement shall set forth the descrip- 
tion and amount of the expenditures involved, the date such expendi- 
tures were incurred, the month in which the corporation began busi- 
ness, and the number of months (not less than 60 and beginning with 
the month in which the taxpayer began business) over which such 
expenditures are to be deducted ratably. 

Deferred Compensation, Etc. 

PENSION, PROFIT-SHARING, STOCK BONUS PLANS, ETC. 

§ 1.401 Statutory Provisions ; Qualified Pension, Profit-Shar- 
ing, and Stock Bonus Plans. 

SEC. 401. QUALIFIED PENSION, PROFIT-SHARING, AND STOCK 
BONUS PLANS. 

(a) Requirements for Qualification.— A trust created or organized in 
tlie United States and forming part of a stock bonus, pension, or profit-shar- 
Ing plan of an employer for the exclusive benefit of his employees or their 
beneficiaries shall constitute a qualified trust under this section— 

. W if contributions are made to the trust by such employer, or em- 
ployees, or both, or by another employer who is entitled to deduct his 
contributions under section 404(a) (3) (B) (relating to deduction for con- 
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tributions to profit-sharing and stock bonus plans), for the purpose of 
distributing to such employees or their beneficiaries the corpus and in- 
come of the fund accumulated by the trust in accordance with such plan ; 

(2) if under the trust instrument it is impossible, at any time prior 
to the satisfaction of all liabilities with respect to employees and their 
beneficiaries under the trust, for any part of the corpus or income to be 
(within the taxable year or thereafter) used for, or diverted to, purposes 
other than for the exclusive benefit of his employees or their benefici- 
aries ; 

(3) if the trust, or two or more trusts, or the trust or trusts and an- 
nuity plan or plans are designated by the employer as constituting parts 
of a plan intended to qualify under this subsection which benefits either — 

(A) 70 percent or more of all the employees, or SO percent or more 
of all the employees who are eligible to benefit under the plan if 
70 percent or more of all the employees are eligible to benefit under 
the plan, excluding in each case employees who have been employed 
not more than a minimum period prescribed by the plan, not ex- 
ceeding 5 years, employees whose customary employment is for not 
moi'e than 20 hours in any one week, and employees whose cus- 
tomary employment is for not more than 5 months in any calendar 
year, or 

(B) such employees as qualify under a classification set up by 
the employer and found by the Secretary or his delegate not to he 
discriminatory in favor of employees who are officers, shareholders, 
persons whose principal duties consist in supervising the work of 
other employees, or highly compensated employees ; 

and 

(4) if the contributions or benefits provided under the plan do not 
discriminate in favor of employees who are officers, shareholders, per- 
sons whose principal duties consist in supervising the work of other 
employees, or highly compensated employees. 

(5) A classification shall not he considered discriminatory within the 
meaning of paragraph (3) (B) or (4) merely because it excludes em- 
ployees the whole of whose remuneration constitutes “wages” under 
section 3121(a)(1) (relating to the Federal Insurance Contributions 
Act) or merely because it is limited to salaried or clerical employees. 
Neither shall a plan be considered discriminatory within the meaning of 
such provisions merely because the contributions or benefits of or on 
behalf of the employees under the plan bear a uniform relationship to 
the total compensation, or the basic or regular rate of compensation, of 
such employees, or merely because the contributions or benefits based 
on that part of an employee’s remuneration which is excluded from 
“wages” by section 3121(a) (1) differ from the contributions or benefits 
based on employee’s remuneration not so excluded, or differ because of 
any retirement benefits created under State or Federal law. 

(6) A plan shall be considered as meeting the requirements of para- 
graph (3) during the whole of any taxable year of the plan if on one 
day in each quarter it satisfied such requirements. 

(b) Certain Retroactive Changes in Plan. — A stock bonus, pension, 
profit-sharing, or annuity plan shall he considered as satisfying the require- 
ments of paragraphs (3), (4), (5), and (6) of subsection (a) for the period 
beginning with the date on which it was put into effect and ending with the 
15th day of the third month following the close of the taxable year of the 
employer in which the plan was put in effect, if all provisions of the plan 
which are necessary to satisfy such requirements are in effect by the end of 
such period and have been made effective for all purposes with respect to 
the whole of such period. 

(c) Cross Reference.— -F or exemption from tax of a trust qualified under 
this section, see section 501 ( a ) . 

§ 1.401-1 Qualified Pension, Profit-Sharing and Stock Bonus 
Plans.- — (a) Introduction, — (1) Sections 401 through. 404 relate to 
pension, profit-sharing, stock bonus, and annuity plans, and compen- 
sation paid under a deferred-payment plan. Section 401(a) pre- 
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scribes the requirements which must be met for qualification of a trust 
forming part of a pension, profit-sharing, or stock bonus plan. 

( 2 ) A qualified pension, profit-sharing, or stock bonus plan is a 
definite written program and arrangement which is communicated to 
the employees and which is established and maintained by an 
employer — 

(I) In the case of a pension plan, to provide for the livelihood 
of the employees or their beneficiaries after the retirement of such 
employees through the payment of benefits determined without 
regard to profits (see paragraph (b) (1) (i) of this section) ; 

(ii) In the case of a profit-sharing plan, to enable employees or 
their beneficiaries to participate in the profits of the employer’s 
trade or business, or in the profits of an affiliated employer who is 
entitled to deduct his contributions to the plan under section 
404(a)(3)(B), pursuant to a definite formula for allocating the 
contributions and for distributing the funds accumulated under the 
plan (see paragraph (b) (1) (ii) of this section) ; and 

(iii) In the case of a stock bonus plan, to provide employees or 
their beneficiaries benefits similar to those of profit-sharing plans, 
except that such benefits are distributable in stock of the employer, 
and that the contributions by the employer are not necessarily 
dependent upon profits. If the employer’s contributions are de- 
pendent upon profits, the plan may enable employees or their 
beneficiaries to participate not only in the profits of the employer, 
but also in the profits of an affiliated employer who is entitled to 
deduct his contributions to the plan under section 404(a)(3)(B) 
(see paragraph (b) (1) (iii) of this section). 

(3) In order for a trust forming part of a pension, profit-sharing, 
or stock bonus plan to constitute a qualified trust under section 401 (a) , 
the following tests must be met : 


(I) It must be created or organized in the United States, as 
defined in section 7701(a)(9), and it must be maintained at all 
times as a domestic trust in the United States ; 

(ii) It must be part of a pension, profit-sharing, or stock bonus 
plan established by an employer for the exclusive benefit of his 
employees or their beneficiaries (see paragraph (b) (2) through (5) 
of of this section) ; 

K must be formed or availed of for the purpose of dis- 
tributing to the employees or their beneficiaries the corpus and 
income of the fund accumulated by the trust in accordance with 
the plain 

(iv) It must be impossible under the trust instrument at any 
time before the satisfaction of all liabilities with respect to em- 
ployees and their beneficiaries under the trust, for any part of the 
corpus or income to be used for, or diverted to, purposes other than 
f°f exclusive benefit of the employees or their beneficiaries (see 

(v) It must be part of a plan which benefits prescribed per- 
centages of the employees, or which benefits such employees as 
qualm under a classification set up by the employer and found 

^w!fp^°? imiSSI0 ? er n( ? t to H discriminatory in f ayor of certain 
specified classes of employees (see § 1.401-3) ; and 
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(vi) It must be part of a pian under which contributions or 
benefits do not discriminate in favor of certain specified classes 
of employees (see § 1.401-4) . 

(b) General rules . — (1) (i) A pension plan within the meaning of 
section 401(a) is a plan established and maintained by an employer 
primarily to provide systematically for the payment of definitely 
determinable benefits to his employees over a period of years, usually 
for life, after retirement. [Retirement benefits generally are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of re- 
tirement benefits and the contributions to provide such benefits are not 
dependent upon profits. Benefits are not definitely determinable if 
funds arising from forefeitures on termination of service, or other 
reason, may be used to provide increased benefits for the remaining 
participants instead of being used to reduce the amount of contribu- 
tions by the employer. A plan designed to provide benefits for em- 
ployees or their beneficiaries to be paid upon retirement or over a 
period of years after retirement will, for the purposes of section 
401(a), be considered a pension plan if the employer contributions 
under the plan can be determined actuarially on the basis of definitely 
determinable benefits, or, as in the case of money purchase pension 
plans, such contributions are fixed without being geared to profits. 
A pension plan may provide for the payment of a pension due to dis- 
ability and may also provide for the payment of incidental death 
benefits through insurance or otherwise. However, a plan is not a 
pension plan if it provides for the payment of benefits not customarily 
included in a pension plan such as layoff benefits or benefits for sick- 
ness, accident, hospitalization, or medical expenses. 

(ii) A profit-sharing plan is a plan established, and maintained by 
an employer to provide for the participation in his profits by his 
employees or their beneficiaries. The plan must provide a definite 
predetermined formula for allocating the contributions made to the 
plan among the participants and for distributing the funds accumu- 
lated under the plan after a fixed number of years, the attainment of 
a stated age, or upon the prior occurrence of some event such as layoff, 
illness, disability, retirement, death, or severance of employment. A 
formula for allocating the contributions among the participants is 
definite if, for example, it provides for an allocation in proportion to 
the basic compensation of each participant. A plan (whether or not 
it contains a de fin ite predetermined formula for determining the 
profits to be shared with the employees) does not qualify under section 
401(a) if the contributions to the plan are made at such times or in 
such amounts that the plan in operation discriminates in favor of 
officers, shareholders, persons whose principal duties consist m super- 
vising the work of other employees, or highly compensated employees. 
For the rules with respect to discrimination, see §§ 1 .401-3 and 
1.401-4. A profit-sharing plan within the meaning of section 401 
is primarily a plan of deferred compensation, but the amounts al- 
located to the account of a participant may be used to provide for him 
or his family incidental life or accident or health insurance.^ 

(in) A stock bonus plan is a plan established and maintained by 
an employer to provide benefits similar to those of a profit-sharing 


416926°— 57 14 


§ 1.401-1 (b)(1) (iii) 



206 


plan, except that the contributions by the employer are not necessarily 
dependent upon profits and the benefits are distributable in stock of 
the employer company. For the purpose of allocating and distribut- 
ing the stock of the employer which is to be shared among his em- 
ployees or their beneficiaries, such a plan is subject to the same require- 
ments as a profit-sharing plan. • 

(iv) As to inclusion of full-time life insurance salesmen within the 
class of persons considered to be employees, see section 7701(a) (20). 

(2) The term “plan” implies a permanent as distinguished from a 
temporary program. Thus, although the employer may reserve the 
right to change or terminate the plan, and to discontinue contributions 
thereunder, the abandonment of the plan for any reason other than 
business necessity within a few years after it has taken effect will be 
evidence that the plan from its inception was not a bona fide program 
for the exclusive benefit of employees in general. Especially will this 
be true if, for example, a pension plan is abandoned soon after pen- 
sions have been fully funded for persons in favor of whom discrimina- 
tion is prohibited under section 401(a) . The permanency of the plan 
will be indicated by all of the surrounding facts and circumstances, 
including the likelihood of the employer’s ability to continue con- 
tributions as provided under the plan. In the case of a profit-shar- 
ing plan, it is not necessary that the employer contribute every year 
or that he contribute the same amount or contribute in accordance 
with the same ratio every year. However, merely making a single 
or occasional contribution out of profits for employees does not estab- 
lish a plan of profit-sharing. To be a profit-sharing plan, there must 
be recurring and substantial contributions out of profits for the em- 
ployees. In the event a plan is abandoned, the employer should 
promptly notify the district director, stating the circumstances which 
led to the discontinuance of the plan. 

# (3) If the plan is so designed as to amount to a subterfuge for the 
distribution of profits to shareholders, it will not qualify as a plan 
for the exclusive benefit of employees even though other employees 
who are not shareholders are also included under the plan. The plan 
must benefit the employees in general, although it need not provide 
benefits for all of the employees. Among the employees to be bene- 
fited may be persons who are officers and shareholders. However, a 
plan is not for the exclusive benefit of employees in general if, by any 
device whatever, it discriminates either in eligibility requirements., 
contributions, or benefits in favor of employees who are officers, share- 
holders, persons whose principal duties consist in supervising the work 
of other employees, or the highly compensated employees. See sec- 
tion 401(a) (3), (4), and (5). Similarly, a stock bonus or profit- 
sharing plan is not a plan for the exclusive benefit of employees in gen- 
eral If the funds therein may be used to relieve the employer from con- 
tributing to a pension plan operating concurrently and covering the 
same employees. All of the surrounding and attendant circumstances 
and the details of the plan will be indicative of whether it is a bona fide 
stock bonus, pension, or profit-sharing plan for the exclusive benefit 
of employees in general The law is concerned not only with the form 
a] A° effects in operation. For example, section 

(o) specifies certain provisions which of themselves are not dis- 
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criminatory. However, this does not mean that a plan' containing 
these provisions may not be discriminatory in actual operation. 

(4) A plan is for the exclusive benefit of employees or their bene- 
ficiaries even though it may cover former employees as well as present 
employees and employees who are temporarily on leave, as for exam- 
ple, in the Armed Forces of the United States. A plan covering only 
former employees may qualify under section 401(a) if it complies 
with the provisions of section 401(a) (3) (B) , with respect to coverage, 
and section 401(a) (4), with respect to contributions and benefits, as 
applied to all of the former employees. . The term “beneficiaries 55 of 
an employee within the meaning of section 401 includes the estate of 
the employee, dependents of the employee, persons who are the natural 
objects of the employee’s bounty, and any persons designated by the 
employee to share in the benefits of the plan after the death of the 
employee. 

(5) (i) No specific limitations are provided in section 401(a) with 
respect to investments which may be made by the trustees of a trust 
qualifying under section 401(a). Generally, the contributions may 
be used by the trustees to purchase any investments permitted by the 
trust agreement to the extent allowed by local law. However, such 
a trust will be subject to tax under section 511 with respect to any 
“unrelated business taxable income 55 (as defined in section 512) real- 
ized by it from its investments. Furthermore, the tax-exempt status 
of the trust will be forfeited if the investments made by the trustees 
constitute “prohibited transactions 55 within the meaning of section 
503. See also the regulations under such sections. 

(ii) Where the trust funds are invested in stock or securities of, 
or loaned to, the employer or other person described in section 503(c) , 
full disclosure must be made of the reasons for such arrangement 
and the conditions under which such investments are made in order 
that a determination may be made whether the trust serves any 
purpose other than constituting part of a plan for the exclusive bene- 
fit of emplovees. The trustee shall report any of such investments 
on the return which under section 6033 it is required to iUe and shall 
with respect to any such investment furnish the information required 
by such return. See § 1.6033-1. . 

(c) Portions of years . — A qualified status must be maintained 
throughout the entire taxable year of the trust in order for the trust 
to obtain any exemption for such year. But see section 401 (a) (6) and 
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( d) Plan of several employers . — A trust forming part of a plan of 
several employers for their employees will be qualified if all the re- 
quirements are otherwise satisfied. 

(e) Returns . — A trust which qualifies under section 401(a) and 
which is exempt under section 501(a) must file a return in accordance 
with section 6033 and the regulations thereunder. See § 1.6033-1. In 
case such a trust realizes any unrelated business taxable income, as 
defined in section 512, such trust is also required to file a return with 
respect to such income. See § 1.6012-2. 

§ 1.401-2 Impossibility of Diversion Under the Trust Instru- 
ment. — (a) In general . — (1) Under section 401(a) (2) a trust is not 
qualified unless under the trust instrument it is impossible (in the 
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taxable year and at any time thereafter before the satisfaction of 
all liabilities to employees or their beneficiaries covered by the trust) 
for any part of the trust corpus or income to be used for, or diverted 
to, purposes other than for the exclusive benefit of such employees or 

their beneficiaries. 

(2) As used in section 401(a) (2), the pharse “if under the trust 
instrument it is impossible” means that the trust instrument must 
definitely and affirmatively make it impossible for the nonexempt 
diversion or use to occur, whether by operation or natural termination 
of the trust, by power of revocation or amendment, by the happening 
of a contingency, by collateral arrangement, or by any other means. 
Although it is not essential that the employer relinquish all power 
to modify or terminate the rights of certain employees covered by the 
trust, it must be impossible for the trust funds to be used or diverted 
for purposes other than for the exclusive benefit of his employees or 
their beneficiaries. 

(8) As used in section 401(a) (2) , the phrase “purposes other than 
for the exclusive benefit of his employees or their beneficiaries” in- 
cludes all objects or aims not solely designed for the proper satis- 
faction of all liabilities to employees or their beneficiaries covered by 

the trust. 

(b) Meaning of “ liabilities .” — (1) The intent and purpose in sec- 
tion 401(a) (2) of the phrase “prior to the satisfaction of all liabili- 
ties with respect to employees and their beneficiaries under the trust” 
is to permit the employer to reserve the right to recover at the termi- 
nation of the trust, and only at such termination, any balance re- 
maining in the trust which is due to erroneous actuarial computations 
during the previous life of the trust. A balance due to an “erroneous 
actuarial computation” is the surplus arising because actual require- 
ments differ from the expected requirements even though the latter 
were based upon previous actuarial valuations of liabilities or deter- 
minations of costs of providing pension benefits under the plan and 
were made by a person competent to make such determinations in 
accordance with reasonable assumptions as to mortality, interest, 
etc., and correct procedures relating to the method of funding. For 
example, a trust has accumulated assets of $1,000,000 at the time of 
liquidation, determined by acceptable actuarial procedures using 
reasonable assumptions as to interest, mortality, etc., as being neces- 
sary to provide the benefits in accordance with the provisions of the 
plan. Upon such liquidation it is found that $950,000 will satisfy 
all of the liabilities under the plan. The surplus of $50,000 arises, 
therefore, because of the difference between the amounts actuarially 
determined and the amounts actually required to satisfy the liabilities. 
This $50,000, therefore, is the amount which may be returned to the 
employer as the result of an erroneous actuarial computation. If, 
however, the surplus of $50,000 had been accumulated as a result of 
a change in the benefit provisions or in the eligibility requirements 
of the plan, the $50,000 could not revert to the employer because such 
surplus would not be the result of an erroneous actuarial computation. 

(2) The term “liabilities” as used in section. 401 (a) (2) includes 
both fixed and contingent obligations to employees. For example, 
if 1,000 employees are covered by a trust forming part of a pension 
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plan, 300 of whom have satisfied all the requirements for a monthly 
pension, while the remaining 700 employees have not yet completed the 
required period of service, contingent obligations to such 700 employees 
have nevertheless arisen which constitute “liabilities 55 within the mean- 
ing of that term. It must be impossible for the employer (or other 
nonemployee) to recover any amounts other than such amounts as 
remain in the trust because of “erroneous actuarial computations 55 after 
the satisfaction of all fixed and contingent obligations. Furthermore, 
the trust instrument must contain a definite affirmative provision to 
this effect, irrespective of whether the obligations to employees have 
their source in the trust instrument itself, in the plan of which the trust 
forms a part, or in some collateral instrument or arrangement forming 
a part of such plan, and regardless of whether such obligations are, 
technically speaking, liabilities of the employer, of the trust, or of 
some other person forming a part of the plan or connected with it. 

§ 1.401-3 Requirements as to Coverage. — (a) (1) In order to in- 
sure that stock bonus, pension, and profit-sharing plans are utilized for 
the welfare of employees in general, and to prevent the trust device 
from being used for the principal benefit of shareholders, officers, per- 
sons whose principal duties consist in supervising the work of other 
employees, or highly paid employees, or as a means of tax^ avoidance, 
a trust will not be qualified unless it is part of a plan which satisfies 
the coverage requirements of section 401(a) (3). The percentage re- 
quirements in section 401(a) (3) (A) refer to a percentage of all the 
active employees, including employees temporarily on leave, such as 
those in the Armed Forces of the United States, if such employees are 
eligible under the plan. 

(2) The application of section 401(a) (3) (A) may be illustrated by 
the following example : 

Example . An employer adopts a plan at a time when he has 1,000 
employees. The plan provides that all full-time employees who have 
been employed by him for a period of two years and have reached the 
age of 30 shall be eligible to participate. The plan also requires par- 
ticipating employees to contribute 3 percent of their monthly pay. At 
the time the plan is made effective 100 of the 1,000 employees had not 
been employed for a period of two years. Fifty of the employees were 
seasonal employees whose customary employment did not exceed five 
months in any calendar year. Twenty-five of the employees were part- 
time employees whose customary employment did not exceed 20 hours 
in any one week. One hundred and fifty of the full-time employees 
who had been employed for two years or more had not yet reached 
age 30. The requirements of section 401(a) (3) (A) will be met if 
540 employees are covered by the plan, as shown by the following 
computation : 

(i) Total employees with respect to whom the percentage require- 
ments are applicable (1,000 minus 175 (100 plus 50 plus 25) ) — 825 

(ii) Employees not eligible to participate because of age require- 
ments ^ 


(iii) Total employees eligible to participate 6^5 

(iv) Percentage of employees in item (i) eligible to participate— 81+% 

(v) Minimum number of participating employees to qualify the 

plan (80 percent of 675) — — — 540 
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If only 70 percent, or 578, of the 825 employees satisfied the age and 
service requirements, then 462 (80 percent of 578) participating em- 
ployees would satisfy the percentage requirements. 

(b) If a plan fails to qualify under the percentage requirements of 
section 401 ( a ) ( 3 ) ( A ) , it may still qualify under section 401 (a)(3)(B) 
provided always that (as required by section 401(a) (3) and (4) ) the 
plan's eligibility conditions, benefits, and contributions do not dis- 
criminate in favor of employees who are officers, shareholders, per- 
sons whose principal duties consist in supervising the work of other 
employees, or the highly compensated employees. 

(c) Since, for the purpose of section 401, a profit-sharing plan is 
a plan which provides for distributing the funds accumulated under 
the plan after a fixed number of years, the attainment of a stated age, 
or upon the prior occurrence of some event such as illness, disability, 
retirement, death, layoff, or severance of employment, employees who 
receive the amounts allocated to their accounts before the expiration 
of such a period of time or the occurrence of such a contingency shall 
not be considered covered by a profit-sharing plan in determining 
whether the plan meets the coverage requirements of section 401 (a)(3) 
(A) and (B). Thus, in case a plan permits employees to receive im- 
mediately the amounts allocated to their accounts, or to have such 
amounts paid to a profit-sharing plan for them, the employees who 
receive the shares immediately shall not, for the purpose of section 
401, be considered covered by a profit-sharing plan. 

(d) Section 401(a) (5) sets out certain classifications that will not 
in themselves be considered discriminatory. However, those so desig- 
nated are not intended to be exclusive. Thus, plans may qualify under 
section 401(a) (3) (B) even though coverage thereunder is limited to 
employees who have either reached a designated age or have been 
employed for a designated number of years, or who are employed in 
certain designated departments or are in other classifications, pro- 
vided the effect of covering only such employees does not discriminate 
in favor of officers, shareholders, employees whose principal duties 
consist in supervising the work of other employees, or highly com- 
pensated employees. For example, if there are 1,000 employees, and 
the plan is written for only salaried employees and consequently only 
560 employees are covered, that fact alone will not justify the conclu- 
sion that the plan does not meet the coverage requirements of section 
401(a)(3)(B). Conversely, if a contributory plan is offered to all of 
the employees but the contributions required of the employee par- 
ticipants are so burdensome as to make the plan acceptable only to 
the highly paid employees, the classification will be considered dis- 
criminatory in favor of such highly paid employees. 

( e ) (l) Section 401(a) (5) contains a provision to the effect that a 
classification shall not be considered discriminatory within the mean- 
mg of section 401(a) (3) (B) merely because all employees whose entire 
annual remuneration constitutes r ‘ wages” under section 3121(a)(1) 

Purposes of .the Federal Insurance Contributions Act) are ex- 
A}© Pljn. A reference to section 3121(a) (1) for years 
after 1954 shall be deemed a reference to section 1426(a) (!) for years 
eelore If 55. This provision, in conjunction with section 401(a) (3) 
\B|j is intended to permit the qualification of plans which supple- 
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ment the old-age and survivor insurance benefits under the Social 
Security Act. Thus, a classification which excludes all employees 
whose entire remuneration constitutes “wages 55 under section 3121(a) 
(1), will not be considered discriminatory merely because of such 
exclusion. Similarly, a plan which includes all employees will not 
be considered discriminatory solely because the contributions or bene- 
fits based on that part of their remuneration which is excluded from 
wages under section 3121(a)(1) differ from the contributions or 
benefits based on that part of their remuneration which is not so ex- 
cluded. However, in making his determination with respect to dis- 
crimination in classification under section 401(a) (3) (B), the Com- 
missioner will consider whether the total benefits resulting to each 
employee under the plan and under the Social Security Act, or under 
the Social Security Act only, establish an integrated and correlated 
retirement system satisfying the tests of section 401(a). If, there- 
fore, a classification of employees under a plan results in relatively 
or proportionately greater benefits for employees earning above any 
specified salary amount or rate than for those below any^ such salary 
amount or rate, it may be found to be discriminatory within the mean- 
ing of section 401(a) (3) (B). If, however, the relative or propor- 
tionate differences in benefits which result from such classification are 
approximately offset by the old-age and survivor insurance benefits 
which are provided by the Social Security Act and which are not 
attributable to employee contributions under the Federal Insurance 
Contributions Act, the plan will be considered to be properly inte- 
grated with the Social Security Act and will, therefore, not be con- 
sidered discriminatory. 

(2) In determining whether a plan is properly integrated with the 
Social Security Act, the total old-age and survivor insurance benefits 
with respect to an employee are considered to be 150 percent of the 
employee’s old-age insurance benefits under such Act, and the propor- 
tion of such total benefits which is attributable to employee contribu- 
tions is considered to be approximately 20 percent of such total 
benefits. These assumptions take into consideration the changes made 
by the Social Security Amendments of 1954 and the Social Security 
Amendments of 1956. Thus, for example, a classification of employees 
under a non contributory pension or annuity plan established in 1956 
which is limited to employees earning in excess of $4,200 a year will not 
be considered discriminatory within the meaning of section 
401(a) (3) (B),if : 

(i) Normal annual retirement benefits for any employee cannot 
exceed B7y 2 percent of his average annual compensation in excess 
of $4,200, where average annual compensation is defined to mean 
the average annual compensation over the highest five consecutive 
years. 

(ii) There are no benefits payable in case of death before 
retirement. 

(iii) The normal form of retirement benefit is a straight life 
annuity, and if there are optional forms, the benefit payments are 
adjusted so that the total value of the optional form is the same 
as the value of the normal form of retirement benefits. 
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(iv) 5ormal retirement benefits for employees who reach nor- 
mal retirement age before completion of 15 years of service with 
the employer cannot exceed 2 y 2 percent of average annual com- 
pensation in excess of $4,200 for each year of service. 

(v) Normal retirement age is not lower than age 65 for men 
and not lower than age 60 for women. 

(vi) Benefits payable in case of retirement or severance of 
employment before normal retirement age cannot exceed the 
actuarial equivalent of that proportion of the maximum normal 
retirement benefits, which might be provided in accordance with 
subdivisions (i) through (v) of this subparagraph, earned to the 
date of actual retirement or severance, where such proportion is de- 
termined by the ratio that the actual number of years of service of 
the employee at retirement or severance bears to the total number 
of years of service he would have had if he had remained in service 
until normal retirement age. 

In the case of a plan limited to employees earning over $4,200 a year 
but providing different benefits, or providing benefits related to years 
of service, or providing benefits purchasable by stated employer contri- 
butions, or under which the employees contribute, or providing a com- 
bination of the foregoing variations, the plan will be considered to be 
properly integrated only if, as determined by the Commissioner, the 
benefits provided thereunder by employer contributions cannot exceed 
in value the benefits described in the example. Similar principles 
will govern in determining whether a plan is properly integrated 
if it is limited to employees whose compensation exceeds a stated 
level other than $4,200 a year, or if it bases benefits on contribu- 
tions or compensations in excess of such a level, or if it provides for 
an offset of benefits otherwise payable under the plan on account 
of old-age and survivor insurance benefits. In the case of a profit- 
sharing or stock bonus plan which is limited to employees whose 
compensation is in excess of a stated level, or which bases con- 
tributions on compensation in excess of a stated level, similar prin- 
ciples will govern in determining whether the plan is discriminatory, 
provided that the employer does not also have in existence a pension 
or annuity plan which is integrated with old-age and survivor insur- 
ance benefits and which provides for employer contributions or bene- 
fits based upon all or part of the same compensation considered under 
the profit-sharing or stock bonus plan. In the case of a plan which is 
properly integrated with old-age and survivor insurance benefits as 
in effect before the Social Security Amendments of 1954, and which is 
limited to employees earning in ‘excess of a stated level, no adjust- 
ment is required merely because of the changes made by such 
Amendments* 

(3) A plan supplementing the Social Security Act and excluding 
all employees whose entire annual remuneration constitutes “wages” 
under section 3121 (a) (1) will not, however, be deemed discriminatory 
merely ^ because, for administrative convenience, it provides a reason- 
able minimum benefit not to exceed $20 a month. 

(4) Similar considerations, to the extent applicable in any case, will 
govern classifications under a plan supplementing the benefits pro- 
vided by other Federal or State laws. See section 401(a) (5). 
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(f) An employer may designate several trusts or a trust or trusts 
and an annuity plan or plans as constituting one plan which is in- 
tended to qualify under section 401(a) (3), in which case all of such 
trusts and plans taken as a whole may meet the requirements of such 
section. The fact that such combination of trusts and plans fails to 
qualify as one plan does not prevent such of the trusts and plans as 
qualify from meeting the requirements of section 401 (a). 

(g) It is provided in section 401(a) (6) that a plan will satisfy the 
requirements of section 401(a) (3), if on at least one day in each quar- 
ter of the taxable year of the plan it satisfies such requirements. This 
makes it possible for a new plan requiring contributions from em- 
ployees to qualify if by the end of the quarter-year in which the plan 
is adopted it secures sufficient contributing participants to meet the 
requirements of section 401 (a) (3) . It also affords a period of time in 
which new participants may be secured to replace former participants, 
so as to meet the requirements of either subparagraph (A) or (B) of 
section 401 ( a) ( 3 ) . 

§ 1.401-4 Discrimination" as to Coxtributioxs or Benefits. — ■ 
(a)(l)(i) In order to qualify under section 401 (a) , a trust must not 
only meet the coverage requirements of section 401 (a) (3) , but, as pro- 
vided in section 401 (a) (4) , it must also be part of a plan under which 
there is no discrimination in contributions or benefits in favor of 
officers, shareholders, employees whose principal duties consist in 
supervising the work of other employees, or highly compensated em- 
ployees as against other employees whether within or without the plan. 

(ii) Since, for the purpose of section 401, a profit-sharing plan is a 
plan which provides for distributing the funds accumulated under 
the plan after a fixed number of years, the attainment of a stated age, 
or upon the prior occurrence of some event such as illness, disability, 
retirement, death, layoff, or severance of employment, any amount 
allocated to an employee which is withdrawn before the expiration of 
such a period of time or the occurrence of such a contingency shall not 
be considered in determining whether the contributions under the 
plan discriminate in favor of officers, shareholders, employees whose 
principal duties consist in supervising the work of other employees, 
or highly compensated employees. Thus, in case a plan permits 
employees to receive immediately the whole or any part of the amounts 
allocated to their accounts, or to have the whole or any part of such 
amounts paid to a profit-sharing plan for them, any amounts which 
are received immediately shall not, for the purpose of section 401, be 
considered contributed to a profit-sharing plan. 

(hi) Funds in a stock bonus or profit-sharing plan arising from 
forfeitures on termination of service, or other reason, must not be 
allocated to the remaining participants in such a manner as will effect 
the prohibited discrimination. With respect to forfeitures in a pen- 
sion plan, see paragraph (b) (1) (i) of § 1.401-1. _ 

(2) (i) Section 401 (a) (5) sets out certain provisions which will not 
in and of themselves be discriminatory within the meaning of section 
401(a) (3) or (4). See § 1.401-3. Thus, a plan will not be considered 
discriminatory merely because the contributions or benefits bear a 
uniform relationship to total compensation or to the basic or regular 
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rate of compensation, or merely because the contributions or benefits 
based on that part of the annual compensation of employees which is 
subject to the Federal Insurance Contributions Act differ from the 
contributions or benefits based on any excess of such annual compensa- 
tion over such part. 

(ii) The exceptions specified in section 401(a) (5) are not an exclu- 
sive enumeration, but are merely a recital of provisions frequently 
encountered which will not of themselves constitute forbidden dis- 
crimination in contributions or benefits. 

(iii) Variations in contributions or benefits may be provided so 
long as the plan, viewed as a whole for the benefit of employees in 
general, with all its attendant circumstances, does not discriminate in 
favor of employees within the enumerations with respect to which 
discrimination is prohibited. Thus, benefits in a stock bonus or profit- 
sharing plan which vary by reason of an allocation formula which 
takes into consideration years of service, or other factors, are not pro- 
hibited unless they discriminate in favor of such employees. 

(b) A plan which excludes all employees whose entire remunera- 
tion constitutes wages under section 3121(a)(1) (relating to the 
Federal Insurance Contributions Act), or a plan under which the 
contributions or benefits based on that part of an employee’s remunera- 
tion which is excluded from “wages” under such Act differs from the 
contributions or benefits based on that part of the employee’s remu- 
neration which is not so excluded, or a plan under which the contribu- 
tions or benefits differ because of any retirement benefit created under 
State or Federal law, will not be discriminatory because of such exclu- 
sion or difference, provided the total benefits resulting under the plan 
and under such law establish an integrated and correlated retirement 
system satisfying the tests of section 401 (a). 

(c) Although a plan may provide for termination at will by the 
employer, this will not of itself prevent a trust from being a qualified 
trust. However, in certain cases that fact may necessitate some pro- 
vision in the plan which will preclude such termination from effecting 
the prohibited discrimination. This may occur where, for example, 
certain officers or highly compensated employees are at the inception 
of the plan within a few years of retirement age and the operation of 
the plan will fund and vest their benefits in a short period, thus re- 
sulting in such discrimination in favor of such officers or highly com- 
pensated employees. 

§1.401-5 Period for Which Requirements of Section 401(a) 
(3), (4), (5), and (6) Are Applicable. — A pension, profit-sharing, 
stock bonus, or annuity plan shall be considered as satisfying the 
requirements of section 401(a) (3), (4), (5), and (6) for the period 
beginning with the date on which it was put into effect and ending 
v:m me 15th day of the third month following the close of the tax- 
able year of the employer in which the plan was put into effect, if all 
the provisions of the plan which are necessary to satisfy such require- 
ments are in effect by the end of such period and have been made ef- 
fective for all purposes with respect to the whole of such period. 
Thus, if an employer in 1954 adopts such a plan as of January 1, 1954, 
and makes a return on the basis of the calendar year, he will have 
until March 15, 1955, to amend his plan so as to make it satisfy the 
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requirements of section 401(a) (3), (4), (5), and (6) for the calendar 
year 1954 provided that by March 15, 1955, all provisions of such plan 
necessary to satisfy such requirements are in effect and have been 
made retroactive for all purposes to January 1, 1954, the effective 
date of the plan. If an employer is on a fiscal year basis, for example, 
April 1 to March 31, and in 1954 adopts such a plan effective as of 
April 1, 1954, he will have until June 15, 1955, to amend his plan so as 
to make it satisfy the requirements of section 401(a)(3), (4), (5), 
and (6) for the fiscal year beginning April 1, 1954, provided that by 
June 15, 1955, all provisions of such plan necessary to satisfy such 
requirements are in effect and have been made retroactive for all pur- 
poses to April 1, 1954, the effective date of the plan. It should be 
noted that under section 401 (b) the period in which a plan may be 
amended to qualify under section 401 (a) ends before the date on which 
taxpayers other than corporations are required to file income tax 
returns. See section 6072. 

§ 1.402(a) Statutory Provisions; Taxability of Beneficiary of 
Employees’ Trust; Exempt Trust. 

SEC. 402. TAXABILITY OF BENEFICIARY OF EMPLOYEES’ TRUST, 
(a) Taxability of Beneficiary of Exempt Trust. — 

(1) General rule. — Except as provided in paragraph (2) , the amount 
actually distributed or made available to any distributee by any em- 
ployees’ trust described in section 401(a) which is exempt from tax under 
section 501 (a ) shall he taxable to him, in the year in which so distributed 
or made available, under section 72 (relating to annuities) except that 
section 72(e) (3) shall not apply. The amount actually distributed or 
made available to any distributee shall not include net unrealized appre- 
ciation in securities of the employer corporation attributable to the 
amount contributed by the employee. Such net unrealized appreciation 
and the resulting adjustments to basis of such securities shall be deter- 
mined in accordance with regulations prescribed by the Secretary or his 
delegate. 

(2) Capital gains treatment for certain distributions. — In the case 
of an employees’ trust described in section 401(a), which is exempt 
from tax under section 501(a), if the total distributions payable with 
respect to any employee are paid to the distributee within 1 taxable 
year of the distributee on account of the employee’s death or other 
separation from the service, or on account of the death of the employee 
after his separation from the service, the amount of such distribution, 
to the extent exceeding the amounts contributed by the employee (deter- 
mined by applying section 72(f)), which employee contributions shall 
be reduced by any amounts theretofore distributed to him which were 
not includible in gross income, shall he considered a gain from the sale 
or exchange of a capital asset held for more than 6 months. Where such 
total distributions include securities of the employer corporation, there 
shall be excluded from such excess the net unrealized appreciation at- 
tributable to that part of the total distributions which consists of the 
securities of the employer corporation so distributed. The amount of 
such net unrealized appreciation and the resulting adjustments to basis 
of the securities of the employer corporation so distributed shall be 
determined in accordance with regulations prescribed by the Secretary 
or his delegate. 

(3) Definitions. — For purposes of this subsection — 

(A) The term “securities” means only shares of stock and bonds 
or debentures issued by a corporation with interest coupons or in 
registered form. 

(B) The term “securities of the employer corporation” includes 
securities of a parent or subsidiary corporation (as defined in section 
421(d)(2) and (3>) of the employer corporation. 
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(C) The term ‘‘total distributions payable” means the balance to 
tbe credit of an employee which becomes payable to a distributee on 
account of tbe employee’s death or other separation from the serv- 
ice, or on account of his death after separation from the service. 

§ 1.402 ( a) -1 Taxability of Beneficiary Under a Trust Which 
Meets the Requirements of Section 401(a). — (a) In general . 

(1) (i) Section 402 relates to the taxation of the beneficiary o± an 
employees’ trust. If an employer makes a contribution for the benefit 
of an employee to a trust described in section 401(a) for the taxable 
year of the employer which ends within or with a taxable year of the 
trust for which the trust, is exempt under section 501(a) , the employee 
is not required to include such contribution in his^ income except for 
the year or years in which such contribution is distributed or made 
available to him. It is immaterial in the case of contributions to an 
exempt trust whether the employee’s rights in the contributions to the 
trust are forfeitable or nonforfeitable either at the time the contribu- 
tion is made to the trust or thereafter. 

(ii) The provisions of section 402(a) relate only to a distribution 
by a trust described in section 401(a) which is^ exempt under section 
501(a) for the taxable year of the trust in which the distribution is 
made. The distribution from such an exempt trust when received or 
made available is taxable to the distributee to the extent provided in 
section 72 (relating to annuities), except that section 72(e) (3) (re- 
lating to the treatment of certain lump sums) shall not apply, and 
except that certain total distributions described in section 402(a) (2) 
are taxable as long-term capital gains. For the treatment of such 
total distributions, see subparagraph (6) of this paragraph. Under 
certain circumstances, an amount representing the unrealized appreci- 
ation in the value of the securities of the employer is excludable from 
gross income for the year of distribution. For the rules relating to 
such exclusion, see paragraph (b) of this section. Furthermore, the 
exclusion provided by section 105(d) is applicable to a distribution 
from a trust described in section 401(a) and exempt under section 
501(a) if such distribution constitutes wages or payments in lieu of 
wages for a period during which an employee is absent from work on 
account of a personal injury or sickness (see section 105 and the regu- 
lations thereunder) . 

(iii) Except as provided in paragraph (b) of this section, a dis- 

tribution of property by a trust described ^ in section 401(a) and 
exempt under section 501(a) shall be taken into account by the dis- 
tributee at its fair market value. F or example, where a United States 
savings bond which was purchased by a trustee in its own name later 
is distributed by such trust, it shall be taken into account at its 
redemption value at the time of distribution and such redemption 
value shall be the distributee’s basis for the bond for the purpose of 
determining the extent to which income is realized upon its ultimate 
redemption. ; ' 

b (iv) If a trust is exempt for the taxable year in which the distribu- 
tion occurs, but was not so exempt for one or more prior taxable years 
under section 501 (a) (or under section 165 (a) of the Internal Revenue 
Code ^ of 1030 for years to which such section was applicable), the 
contributions of the employer which were includible in the gross in- 
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come of the employee for the taxable year when made shall, in accord- 
ance with section 72(f) , also be treated as part of the consideration 
paid by the employee. 

( v) If the trust is not exempt at the time the distribution is received 
by or made available to the employee, see section 402(b) and para- 
graph (b) of § 1.402(b)-!. 

(2) If a trust described in section 401(a) and exempt under sec- 
tion 501(a) purchases an annuity contract for an employee and dis- 
tributes it to the employee in a year for which the trust is exempt, the 
contract containing a cash surrender value which may be available to 
an employee by surrendering the contract, such cash surrender value 
will not Jbe considered income to the employee unless and until the 
contract is surrendered. If, however, the contract distributed by such 
an exempt trust is a retirement income, endownment, or other life 
insurance contract and is distributed after October 26, 1956, the entire 
cash value of such contract at the time of distribution must be in- 
eluded^ in the distributee’s income in accordance with the provisions 
of section 402(a), except to the extent that, within 60 days after the 
distribution of such contract, all or any portion of such value is irrev- 
ocably converted into a contract under which no part of any proceeds 
payable on death at any time would be excludable under section 
101 (a) (relating to life insurance proceeds) . 

(3) (i) If a trust described in section 401(a) and exempt under 
section 501(a) purchases under the plan retirement income, endow- 
ment, or other contracts providing life insurance protection, payable 
upon the death of the employee participants, and either — 

(a) The proceeds of such life insurance are payable to a bene- 
ficiary of the employee participant, other than the trust, or 

(&) In case such proceeds are payable to the trust, by the terms 
of the plan the trustee is required to pay over all of such proceeds 
to a beneficiary of the employee participant, 

then, the portion of the premiums paid for the life insurance protec- 
tion provided under such contracts from either the contributions of 
the employer or earnings of the trust will constitute income to the 
employee for the year or years in which the contributions or earnings 
are applied toward the purchase of such life insurance. If the 
amount payable upon death at any time during the year exceeds the 
cash value of: the insurance policy at the end of the year, the entire 
amount of such excess will be considered current life insurance protec- 
tion. The cost of such insurance will be considered to be a reasonable 
net premium cost, as determined by the Commissioner, for such 
amount for the appropriate period. The amount thus to be included 
in the gross income of the employee under this subdivision shall be 
considered as premiums or other consideration paid or contributed by 
the employee only with respect to any benefits attributable to the con- 
tract providing the life insurance protection. 

(ii) The determination of the cost of life insurance protection may 
be illustrated by the following example : 

Example. A policy purchased under a qualified plan for an 
employee provides an annuity of $100 per month upon retirement 
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at age 65, with a minimum death benefit of $10,000. The insurance 
payable if death occurred in the first year would be $10,000. The 
cash value at the end of the first year is 0. The net insurance 
is therefore $10,000 minus 0, or $10,000. Assuming that the Com- 
missioner has determined that a reasonable net premium for the 
employee’s age is $5.85 per $1,000, the premium for $10,000 of life 
insurance is therefore $58.50, and this is the amount to be reported 
as income by the employee for the year. The balance of the premium 
is the amount contributed for the annuity, which is not taxable 
to the employee under a plan meeting the requirements of section 
401(a), except as provided under section 402(a). Assuming that 
the cash value at the end of the second year is $500*, the net in- 
surance would then be $9,500 for the second year. With a net 1-year 
term rate of $6.80 for the employee’s age in the second year, the 
amount to be reported as income to the employee would be $59.85. 

(iii) This subparagraph shall not apply if the thrust has a right 
under any circumstances to retain any part of the proceeds of the 
life insurance contract. But see subparagraph (4) (iv) relating to 
the taxability of the distribution of such proceeds to a beneficiary. 

(4) (i) In case a trust described in section 401(a) and exempt under 
section 501(a) either — 

(a) Has purchased a retirement income, endowment, or other 
life insurance contract, and the employee either paid the cost of 
the insurance or was taxable on the cost of the insurance under 
subparagraph (8) of this paragraph, or 

(b) Has purchased an annuity contract, the amounts payable 
under any such contract by reason of the death of the employee 
are taxable under the rules of subdivision (ii) of this subpara- 
graph, except in the case of a joint and survivor annuity. 

(ii) (a) In the case of an annuity contract, the. death benefit is the 
accumulation of the premiums (plus earnings thereon) which is in- 
tended to fund pension or other deferred benefits under a pension or 
profit-sharing plan. Such death benefits are not in the nature of life 
insurance and are not excludable from gross income under section 
101(a). 

(6) In the case of a retirement income, endowment, or other life 
insurance contract under which there is a reserve accumulation which 
is intended to fund pension or other deferred benefits under a pension 
or profit-sharing plan, such reserve accumulation constitutes the source 
of the cash value of the contract and approximates the amount of such 
msh value. The portion of the proceeds paid upon the death of the 
insured employee which is equal to the cash value immediately before 
death is not excludable from gross income under section 101(a). The 
remaining portion, if any, of the proceeds paid to the beneficiary by 
reason of the death of the insured employee— that is, the amount in 
excess of the cash value— constitutes current insurance protection and 
is excludable under section 101(a). 

(^) death benefit under an annuity contract, or the portion of 
the death proceeds under a retirement income, endowment, or other 
life insurance contract which is equal to the cash value of the contract 
immediately before death, constitutes a distribution from the trust 
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consisting in whole or in part of deferred compensation and is taxable 
to the beneficiary in accordance with section 402(a) and the pro- 
visions of this paragraph, except to the extent that the limited exclu- 
sion from income provided m section 101(b) is applicable. 

{d) In the case of a retirement income, endowment, or other life 
insurance contract under which the benefits are paid at a date or 
dates later than the death of the employee, section 101(d) is appli- 
cable only to the portion of the benefits which is attributable to the 
amount excludable under section 101(a). The portion of such bene- 
fits which is attributable to the cash value of the contract immediately 
before death is taxable under section 72 (relating to annuities), and 
in such pase, any amount excludable under section 101 (b) is treated 
as additional consideration paid by the employee in accordance with 
section 101 (b) (2) (D) . 

(iii) The application of the rules under subdivision (ii) with re- 
spect to the taxability of proceeds of a retirement income, endowment, 
or other life insurance contract paid by reason of the death of an 
insured employee who has paid no contributions under the plan is 
illustrated by the following examples : 

Example (1). 


Total face amount of the contract payable in a lump-sum at time 

of death $25, 000 

Cash value of the contract immediately before death 11, 000 


Excess over cash value, excludable under section 101(a) $14, 000 


Cash value subject to limited exclusion under section 

101(b) $11,000 

Excludable under section 101 (b) (assuming that there is no other 
death benefit paid by or on behalf of any employer with respect 
to the employee) 5,000 


Balance taxable in accordance with section 402(a)(2) 
(assuming a total distribution in one taxable year of 

the distributee) $6,000 

Portion of premiums taxed to employee under the provisions of 
subparagraph (3) of this paragraph and considered as con- 
tributions of the employee 940 


Balance taxable as long-term capital gain $5, 060 


Example ($)* The facts are the same as in example (1) ; except 
that the contract provides that the beneficiary may elect within 60 
days after the death of the employee either to take the $25,000 or to 
receive 10 annual installments of $3,000 each, and the beneficiary 
elects to receive the 10 installments. In addition, the employee’s 
rights to the cash value immediately before his death were forfeitable 
at least to the extent of $5,000. Section 101 (d) is applicable to the 
amount excludable under section 101(a) , that is, $14,000. The por- 
tion of each annual installment of $3,000 which is attributable to 
this $14,000 is determined by allocating each installment in accord- 
ance with the ratio which this $14,000 bears to the total amount 
which was payable at death ($25,000) . Accordingly, the portion of 
each annual installment which is subject to section 101(d) is $1,680 
(14/25 of $3,000), of which $1,400 (1/10 of $14,000) is excludable 
under section 101(a), and the remaining $280 is includible in the 
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gross income of the beneficiary. However, if the beneficiary is a sur- 
viving spouse as defined in section 101(d) (3), the exclusion pro- 
vided by section 101(d) (1) (B) is applicable to such $280. . The 
remaining portion of each annual $3,000 installment, $1,320, is at- 
tributable to the cash value of the contract and is treated under 
section 72, as follows : 


Amount actually contributed by the employee — 00 

Amount considered contributed by employee by reason of section 

101(b) $5,000 

Portion of premiums taxed to employee under the provisions of 
subparagraph (3) of this paragraph and considered as con- 
tributions of the employee 940 


Investment in the contract $5, 940 

Expected return, 10 X $1,320 $13,200 

Exclusion ratio, $5,940-^$13,200 . 45 

Annual exclusion, .45 X $1,320 $594 


Accordingly, $594 of the $1,320 portion of each annual installment 
is excludable each year under section 72, and the remaining $726 is 
includible. Thus, if the beneficiary is not a surviving spouse, a total 
of $1,006 ($280 plus $726) of each annual $3,000 installment is in- 
cludible in income each year. If the beneficiary is a surviving 
spouse, and can exclude all of the $280 under section 101(d) (1) (B), 
the amount includible in gross income each year is $y 26 of each 
annual $3,000 installment. 

(iv) If an employee neither paid the total cost of the life insurance 
protection provided under a retirement income, endowment, or other 
life insurance contract, nor was taxable under subparagraph (3) of 
this paragraph with respect thereto, no part of the proceeds of such a 
contract which are paid to the beneficiaries of the employee as a death 
benefit is excludable under section 101(a). The entire distribution is 
taxable to the beneficiaries under section 402(a) except to the extent 
that a limited exclusion may be allowable under section 101(b). 

(5) If pension or annuity payments or other benefits are paid or 
made available to the beneficiary of a deceased employee or a deceased 
retired employee by a trust described in section 401(a) which is ex- 
empt under section 501(a), such amounts are taxable in accordance 
with the rules of section 402 ( a ) and this section. In case such amounts 
are taxable under section 72, the “investment in the contract 55 shall be 
determined by reference to the amount contributed by the employee 
and by applying the rules of sections 72(c), 72(f), 101(b) (2) (D), 
and subparagraph (3) of this paragraph. In case the amounts paid 
to, or includible in the gross income of, the beneficiaries of the de- 
ceased employee or deceased retired employee constitute a distribu- 
tion to which subparagraph (6) of this paragraph is applicable, the 
extent to which the distribution is taxable is determined by reference 
to the contributions of the employee, by reference to any prior dis- 
tributions which were excludable from gross income as a return of 
employee contributions, and by applying the rules of sections 72(f), 
101(b), and subparagraph (3) of this paragraph. 

(®)(i) If the total distributions payable with respect to any em- 
ployee under a trust described in section 401(a) which in the year of 
distribution is exempt under section 501(a) are paid to, or includible 
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in the gross income of, the distributee within one taxable year of the 
distributee on account of the employee’s death or other separation from 
the service, or death after such separation from service, the amount of 
such distribution, to the extent it exceeds the net amount contributed 
by the employee, shall be considered a gain from the sale or exchange 
of a capital asset held for more than six months. The total distribu- 
tions payable are includible in the gross income of the distributee 
within one taxable year if they are made available to such distrib- 
utee and the distributee fails to make a timely election under section 
72(h) to receive an annuity in lieu of such total distributions. For 
rules relating to the treatment of such total distributions in the case 
of a nonresident alien individual, see sections 871 and 1441 and the 
regulations thereunder. The “net amount contributed by the em- 
ployee” is the amount actually contributed by the employee plus any 
amounts considered to be contributed by the employee under the rules 
of sections 72(f), 101(b), and subparagraph (8) of this paragraph, 
reduced by any amounts theretofore distributed to him which were 
excludable from gross income as a return of employee contributions. 
See, however, paragraph (b) of this section for rules relating to the 
exclusion of amounts representing net unrealized appreciation in the 
value of securities of the employer corporation. 

(ii) The term “total distributions payable” means the balance to 
the credit of an employee which becomes payable to a distributee on 
account of the employee’s death or other separation from the service 
or on account of his death after separation from the service. Thus, 
distributions made before a total distribution (for example, annuity 
payments received by the employee after retirement) , will not defeat 
application of the capital gains treatment with respect to the total 
distributions received by a beneficiary upon the death of the employee 
after retirement. However, a distribution on separation from service 
will not receive capital gains treatment unless it constitutes die total 
amount in the employee’s account at the time of his separation from 
service. If the total amount in the employee’s account at the time of 
his death or other separation from the service or death after separa- 
tion from the service is paid or includible in the gross income of the 
distributee within one taxable year of the distributee, such amount 
is entitled to the capital gains treatment notwithstanding that in a 
later taxable year an additional amount, attributable to the last year 
of service, is credited to the account of the employee and distributed. 

(iii) If an employee retires and commences to receive an annuity 
but subsequently, in some succeeding taxable year, is paid a lump sum 
in settlement of all future annuity payments, the capital gains treat- 
ment does not apply to such lump sum settlment paid during the 
lifetime of the employee since it is not a payment on account of separa- 
tion from the service, or death after separation, but is on account of 
the settlement of future annuity payments. 

(iv) If the “total distributions payable” are paid or includible in 
the gross income of several distributees within one taxable year on 
account of the employee’s death or other separation from the service 
or on account of his death after separation from the service, the capital 
gains treatment is applicable. The total distributions payable are 
paid within one taxable year of the distributees when, for example, 


416926° — 57 15 
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a portion of such total is distributed in cash to one distributee and 
the balance is used to purchase an annuity contract which is distrib- 
uted to the other distributee. However, if the share of any distributee 
is not paid or includible in his gross income within the same taxable 
year in which the shares of the other distributees are paid or includible 
m their gross income, none of the distributees is entitled to the capital 
gains treatment, since the total distributions payable are not paid or 
includible in the distributees’ gross income within one taxable year. 
For example, if the total distributions payable are made available 
to each of two distributees and one elects to receive his share in 
cash while the other makes a timely election under section 72(h) 
to receive his share in installment payments from the trust, the capital 
gains treatment does not apply to either distributee. 

(v) For regulations as to certain plan terminations, see § 1.402 (e)-l. 
(b) Distributions including securities of the employer corpora- 
tion , . — (1) In general . — (i) If a trust described in section 401(a) 
which is exempt under section 501(a) makes a distribution to a dis- 
tributee^ and such distribution includes securities of the employer 
corporation, the amount of any net unrealized appreciation in such 
securities shall be excluded from the distributee’s income in the year 
of such distribution to the following extent : 

(а) If the distribution constitutes a total distribution to which 
the rules of paragraph (a) (6) of this section are applicable, the 
amount to be excluded is the entire net unrealized appreciation 
attributable to that part of the total distribution which consists 
of securities of the employer corporation ; and 

(б) If the distribution is other than a total distribution to 
which paragraph (a)(6) of this section is applicable, the amount 
to be excluded is that portion of the net unrealized appreciation 
in the securities of the employer corporation which is attributable 

• to the amount considered to be contributed by the employee to 
the purchase of such securities. 

The amount of net unrealized appreciation which is excludable under 
the rules of (a) and (b) of this subdivision shall not be included in 
the basis of the securities in the hands of the distributee at the time 
of distribution, for purposes of determining gain or loss on their sub- 
sequent disposition. In the case of a total distribution the amount of 
net unrealized appreciation which is not included in the basis of the 
securities in the hands of the distributee at the time of distribution 
shall be considered as a gain from the sale or exchange of a capital asset 
held for more than six months to the extent that such appreciation 
is realized in a subsequent taxable transaction. However, if the net 
gain realized by the distributee in a subsequent taxable transaction 
exceeds the amount of the net unrealized appreciation at the time of 
distribution, such excess shall constitute a long-term or short-term 
capital gain depending upon the holding period o f the securities in 
the hands of the distributee. 

(ii) For purposes of section 402(a) and of this section, the term 
securities means only shares of stock and bonds or debentures issued 
by a corporation with interest coupons or in registered form, and the 
term securities of the employer corporation” includes securities of a 
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parent or subsidiary corporation (as defined in section 421(d) (2) and 
(3), relating to employee stock options) of the employer corporation. 

(2) Determination of net unrealized appreciation. — (i) The amount 
of net unrealized appreciation in securities of the employer corpora- 
tion which are distributed by the trust is the excess of the market 
value of such securities at the time of distribution over the cost or 
other basis of such securities to the trust. Thus, if a distribution con- 
sists in part of securities which have appreciated in value and in part 
of securities which have depreciated in value, the net unrealized appre- 
ciation shall be considered to consist of the net increase in value of all 
of the securities included in the distribution. For this purpose, two or 
more distributions made by a trust to a distributee in a single taxable 
year of the distributee shall be treated as a single distribution. 

( ii ) For the purpose of determining the net unrealized appreciation 
on a distributed security of the employer corporation, the cost or other 
basis of such security to the trust shall be computed in accordance 
with whichever of the following rules is applicable : 

(a) If a security was earmarked for the account of a particular 
employee at the time it was purchased by or contributed to the trust 
so that the cost or other basis of such security to the trust is reflected 
in the account of such employee, such cost or other basis shall be used. 

(5) If as of the close of each taxable year of the trust (or other 
specified period of time not in excess of 12 consecutive calendar 
months) the trust allocates among the accounts of participating em- 
ployees all securities acquired by the trust during the period (exclu- 
sive of securities unallocated under a plan providing for allocation 
in whole shares only), the cost or other basis to the trust of any 
securities allocated as of the close of a particular allocation period 
. shall be the average cost or other basis to the trust of all securities of 
the same type which were purchased or otherwise acquired by the 
trust during such allocation period. For purposes pf determining 
the average cost to the trust of securities included in a subsequent 
allocation, the actual cost to the trust of the securities unallocated 
as of the close of a prior allocation period shall be deemed to be the 
average cost or other basis to the trust of securities of the same type 
allocated as of the close of such prior allocation period. ^ 

(c) In a case where neither (a) nor (&) of this subdivision is 
applicable, if the trust fund, or a specified portion thereof, is in- 
vested exclusively in one particular type of security of the employer 
corporation, and if during the period the distributee participated in 
the plan none of such securities has been sold except for the purpose 
of paying benefits under the trust or for the purpose of enabling the 
trustee to obtain funds with which to exercise rights which have 
accrued to the trust, the cost or other basis to the trust of all securities 
distributed to such distributee shall be the total amount credited to 
the account of such distributee (or such portion thereof as was avail- 
able for investment in such securities) reduced by the amount 
available for investment but uninvested on the date of distribution. 
If at the time of distribution to a particular distributee a portion 
of the amount credited to his account is forfeited, appropriate ad- 
justment shall be made with respect thereto in determining the cost 
or other basis to the trust of the securities distributed. 
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(d)(1) In all other cases, there shall be used the average cost 
(or other basis) to the trust of all securities of the employer cor- 
poration of the type distributed to the distributee which the trust 
has on hand at the time of the distribution, or which the trust had 
on hand on a specified inventory date which date does not precede 
the date of distribution by more than twelve calendar months. If 
a distribution includes securities of the employer corporation of 
more than one type, the average cost (or other basis) to the trust 
of each type of security distributed shall be determined. The aver- 
age cost to the trust of securities of the employer corporation on 
hand on a specified inventory date (or on hand at the time of dis- 
tribution) shall be computed on the basis of their actual cost, con- 
sidering the securities most recently purchased to be those on hand, 
or by means of a moving average calculated by subtracting from the 
total cost of securities on hand immediately preceding a particular 
sale or distribution an amount computed by multiplying the number 
of securities sold or distributed by the average cost of all securities 
on hand preceding such sale or distribution. 

(2) These methods of computing average cost may be illustrated 
by the following examples : 

Example (1). A, a distributee who makes his income tax returns 
on the basis of a calendar year, receives on August 1, 1954 ? in a 
total^ distribution, to which paragraph (a) (6) of this section is 
applicable, ten shares of class D stock of the employer corporation. 
On July 1, 1954 (the specified inventory date of the trust) , the trust 
had on hand 80 shares of class D stock. The average cost of the 
10 shares distributed, on the basis of the actual cost method, is $100 
computed as follows : 


Shares 

Purchase date 

Cost per share 

Total cost 

20 

June 24, 1954 

$101 

$2, 020 

40 

Jan. 10, 1953 

102 

4 , 080 

20 

Oct. 20, 1952 

95 

1, 900 

80 



$8, 000 


Example (2). m B, a distributee who makes his income tax re- 
turns on the basis of a calendar year, receives on October 31, 1954, 
m a total distribution, to which paragraph (a) (6) of this section 
is applicable, 20 shares of class E stock of the employer corporation. 
The specified inventory date of the trust is the last day of each 
calendar year. The trust had on hand on December 31, 1952, 1,000 
shares of class E stock of the employer corporation. During the 
c 5 ,”f a !' year 1953 the trust distributed to four distributees a total 
of 100 shares of such stock and acquired, through a number of pur- 
chases, a total of 120 shares. The average cost of the 20 shares dis- 
tributed to -B, on the basis of the moving average method, is $52 
computed as follows: ’ 
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Shares 

Total cost 

Average 

cost 

On hand December 31, 1952 

1,000 

$50, 000 
5, 000 

$50 

Distributed during 1953 at average cost of $50- 

' 100 


Purchased during 1953 

900 

120 

$45, 000 
8, 040 




On hand December 31, 1953 

1, 020 

$53, 040 

$52 



(3) Unrealized appreciation attributable to employee contribu- 
tions . — In any case in which it is necessary to determine the amount 
of net unrealized appreciation in securities of the employer corpora- 
tion which is attributable to contributions made by an employee: 

(i) The cost or other basis of the securities to the trust and the 
amount of net unrealized appreciation shall first be determined 
in accordance with the rules in subparagraph (2) of this paragraph; 

(ii) The amount contributed by the employee to the purchase 
of the securities shall be solely the portion of his actual contribu- 
tions to the trust properly allocable to such securities, and shall 
not include any part of the increment in the trust fund expended 
in the purchase of the securities ; 

. (iii) The amount of net unrealized appreciation in the securities 
distributed which is attributable to the contributions of the em- 
ployee shall be that proportion of the net unrealized appreciation 
determined under the rules of subparagraph (2) of this paragraph 
which the contributions of the employee properly allocable to such 
securities bear to the cost or other basis to the trust of the securities; 

(iv) If a distribution consists solely of securities of the employer 
corporation, the contributions of the employee expended in the 
purchase of such securities shall be allocated to the securities dis- 
tributed in a manner consistent with the principles set forth in 
subparagraph (2) (ii) (a), (5), (c), or (d) of this paragraph, 
whichever is applicable. Thus, the amount of the employee’s con- 
tribution which can be identified as having been expended in the 
purchase of a particular security shall be allocated to such security, 
and the amount of such contribution which cannot be so identified 
shall be allocated ratably among the securities distributed. If a 
distribution consists in part of securities of the employer corpora- 
tion and in part of cash or other property, appropriate allocation 
of a portion of the employee’s contribution to such cash or other 
property shall be made unless such allocation is inconsistent with 
the terms of the plan or trust. 

(v) The application of this subparagraph may be illustrated by 
the following example : 

Example. A trust distributes ten shares of stock issued by the 
employer corporation each of which has an average cost to the 
trust of $100, consisting of employee contributions in the amount 
of $60 and employer contributions in the amount of $40, and on 
the date of distribution has a fair market value of $180. The 
portion of the net unrealized appreciation attributable to the 
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contributions of the employee with respect to each of the shares 
of stock is $48 computed as follows : 


(1) Value of one share of stock on distribution date — $180 

(2) Employee contributions $60 

(3) Employer contributions 40 

(4) Total contributions $100 

(5) Net unrealized appreciation $S0 

(6) Portion of net unrealized appreciation attributable to employee 

contributions, 60/100 (amount of employee contributions 
(item 2) over total contributions (item 4) of $S0 (item 5) ) $48 


(vi) For the purpose of determining gain or loss to the dis- 
tributee in the year or years in which any share of stock referred 
to in the example in subdivision (v) of this subparagraph is sold 
or otherwise disposed of in a taxable transaction, the oasis of each 
such share in the hands of the distributee at the time of the dis-; 
tribution by the trust will be $132 computed as follows : 


(a) Employee contributions $60 

(b) Employer contributions (taxable as ordinary income in the year 

the securities were distributed ) 40 

(c) ^ Portion of net unrealized appreciation attributable to employer 
contributions (item (5) minus item (6)) (taxable as ordinary income 

in the year the securities were distributed) 32 

(d) Basis of stock $132 


(4) Change in exempt status of trust . — For principles applicable 
in making appropriate adjustments if the trust was not exempt for 
one or more years before the year of distribution, see paragraph (a) 
of this section. 

§ 1.402(b) Statutory Provisions; Taxability of Beneficiary of 
Employees’ Trust; Non-Exempt Trust. 

SEC. 402. TAXABILITY OF BENEFICIARY OF EMPLOYEES’ 
TRUST. * * * 

(b) Taxability of Beneficiary of Non-Exempt Trust. — Contributions to 
an employees’ trust made by an employer during a taxable year of the em- 
ployer which ends within or with a taxable year of the trust for which the 
trust is not exempt from tax under section 501(a) shall be included in the 
poss income of an employee for the taxable year in which the contribution 
is made to the trust in the case of an employee whose beneficial interest in 
such contribution is nonforfeitable at the time the contribution is made. The 
amount actually distributed or made available to any distributee by any 
such trust shall he taxable to him, in the year in which so distributed or made 
available, under section 72 (relating to annuities) except that section 72(e) 

(3) shall not apply. 

§ 1*402 (b)~l Treatment of Beneficiary of a Trust Not Exempt 
Under Section 501(a). — (a) Taxation by reason of employer con- 
tributions . (1) Except as provided in section 402(d), any contribu- 

tion made by an employer on behalf of an employee to a trust during 
a taxable year of the employer which ends within or with a taxable 
year of the trust for which the trust is not exempt under section 
501(a), shall be included in income of the employee for his taxable 
year dmr mg which the contribution is made if the employee’s bene- 
ficial interest in the contribution is nonforfeitable at the time the 
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contribution is made. If the employee’s beneficial interest in the 
contribution is forfeitable at the time the contribution is made even 
though his interest becomes nonforfeitable later, the amount of such 
contribution is not required to be included in the income of the em- 
ployee at the time his interest becomes nonforfeitable. 

(2) (i) An employee’s beneficial interest in the contribution is non- 
forfeitable within the meaning of . sections 402(b), 403(b), and 
404(a) (5) at the time the contribution is made if there is no con- 
tingency under the plan which may cause the employee to lose his 
rights in the contribution. For example, if under the terms of a 
pension plan, an employee upon termination of his services before 
the retirement date, whether voluntarily or involuntarily, is entitled to 
a deferred annuity contract to be purchased with the employer’s con- 
tributions made on his behalf, or is entitled to annuity payments 
which the trustee is obligated to make under the terms of the trust 
instrument based on the contributions made by the employer on his 
behalf, the employee’s beneficial interest in such contributions is non- 
forfeitable. 

(ii) On the other hand, if, under the terms of a pension plan, an 
employee will lose the right to any arnmity purchased from, or to be 
provided by, contributions made by the employer if his services should 
be terminated before retirement, his beneficial interest in such con- 
tributions is forfeitable. 

(iii) The mere fact that an employee may not live to the retirement 
date, or may live only a short period after the retirement date, and 
may not be able to enjoy the receipt of annuity or pension payments, 
does not make his beneficial interest in the contributions made by the 
employer on his behalf forfeitable. If the employer’s contributions 
have been irrevocably applied to purchase an annuity contract for the 
employee, or if the trustee is obligated to use the employer’s contribu- 
tions to provide an annuity for the employee provided only that the 
employee is alive on the dates the annuity payments are due, the 
employee’s right in the employer’s contributions are nonforfeitable. 

(b) Taxation of distributions from trust not exempt under section 
501(a ). — Any amount actually distributed or made available to any 
distributee by an employees’ trust which is not exempt under section 
501(a) for the taxable year of the trust in which the distribution is 
made shall be taxable in the year in which so. distributed or made 
available, under section 72 (relating to annuities), except that sec- 
tion 72(e) (3) shall not apply. If, for example, the distribution from 
such a trust consists of an annuity” contract, the amount of the dis- 
tribution shall be considered to be the entire value of the contract, at 
the time of distribution, and such value is includible in the gross in- 
come of the distributee at the time of the distribution to the extent 
that such value exceeds the investment in the contract determined by 
applying sections 72 and 101(b). The distributions by such an em- 
ployees’ trust shall be taxed as provided in section 72, whether or 
not the employee’s rights to the contributions were nonforfeitable 
when the contributions were made or at any time thereafter. For 
rules relating to the treatment of employer contributions to a non- 
exempt trust as part of the consideration paid by the employee,, see 
section 72(f). For rules relating to the treatment of the limited 
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exclusion allowable under section 101(b)(2)(D) as additional con- 
sideration paid by the employee, see the regulations under that section. 

§ 1.402(c) Statutory Provisions; Taxability of Beneficiary of 
Employees 5 Trust; Certain Foreign Situs Trusts. 

SEC. 402. TAXABILITY OF BENEFICIARY OF EMPLOYEES’ 
TRUST. * * * 

(c) Taxability of Beneficiary of Certain Foreign Situs Trusts. — For 
purposes of subsections (a) and (b), a stock bonus, pension, or profit-sharing 
trust which would qualify for exemption from tax under section 501(a) ex- 
cept for the fact that it is a trust created or organized outside the United 
States shah be treated as if it were a trust exempt from tax under section 
501(a). 

§ 1.402(c)-! Taxability of Beneficiary of Certain Foreign 
Situs Trust's.— Section 402(c) has the effect of treating, for purposes 
of section 402, the distributions from a trust which at the time of the 
distribution is located outside the United States in the same manner 
as distributions from a trust which is located in the United States. If 
the trust would qualify for exemption from tax under section 501(a) 
except for the fact that it fails to comply with the provisions of para- 
graph (a) (3) (i) of § 1.401-1, which restricts qualification to trusts 
created or organized in the United States and maintained here, section 
402(a) and § 1.402(a)-! are applicable to the distributions from such 
a trust. Thus, for example, a total distribution from such a trust is 
entitled to the long-term capital gains treatment of section 402(a) (2) , 
except in the case of a nonresident alien individual (see sections 871 
and 1441 and the regulations thereunder) . However, if the plan fails 
to meet any requirement of section 401 and the regulations thereunder 
in addition to paragraph (a) (3) (i) of § 1.401-1, section 402(b) and 
§ 1.402(b)-! are applicable to the distributions from such a trust. 

§ 1.402(d) Statutory Provisions; Taxability of Beneficiary of 
Employees’ Trust; Annuities Under Agreements Entered Into 
Prior to October 21, 1942. 

SEC. 402. TAXABILITY OF BENEFICIARY OF EMPLOYEES’ 
TRUST. * * * 

(d) Certain Employees’ Annuities. — ^N o withstanding subsection (b) or 
any other provision of this subtitle, a contribution to a trust by an employer 
shall not be included in the gross income of the employee in the year in which 
the contribution is made if — 

(1) such contribution is to be applied by the trustee for the purchase 
of annuity contracts for the benefit of such employee ; 

(2) such contribution is made to the trustee pursuant to a written 
agreement entered into prior to October 21, 1942, between tbe employer 
and tbe trustee, or between the employer and the employee ; and 

(3) under the terms of the trust agreement the employee is not en- 
titled during his lifetime, except with the consent of the trustee, to any 
payments under annuity contracts purchased by the trustee other than 
annuity payments. 

The employee shall include in his gross income the amounts received under 
such contracts for the year received as provided in section 72 (relating to 
annuities) except that section 72(e) (3) shall not apply. This subsection 
shall have no application with respect to amounts contributed to a trust after 
June 1, 1949, if the trust on such date was exempt under section 165(a) of the 
Internal Revenue Code of 1939. For purposes of this subsection, amounts 
paid by an employer for tbe purchase of annuity contracts which are trans- 
ferred to the trustee shall he deemed to be contributions made to a trust 
or trustee and contributions applied by the trustee for the purchase of an- 
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nuity contracts ; the term “annuity contracts purchased by the trustee” shall 
include annuity contracts so purchased by the employer and transferred to 
the trustee ; and the term “employee” shall include only a person who was in 
the employ of the employer, and was covered by the agreement referred to in 
paragraph (2) , xurior to October 21, 1942. 

§ 1.402(d)-! Effect of Section 402(d). — (a)If the requirements 
of section 402(d) are met, a contribution made by an employer on be- 
half of an employee to a trust which is not exempt under section 
501(a) shall not be included in the income of the employee in the 
year in which the contribution is made. Such contribution will be 
taxable to the employee, when received in later years, as provided in 
section 72 (relating to annuities), except that section 72(e) (3) shall 
not apply. See paragraph (b) of § 1.403(b)-!. The intent and pur- 
pose of section 402(d) is to give those employees, covered under cer- 
tain non-exempt trusts to which such section applies, essentially the 
same tax treatment as those covered by trusts described in section 
401(a) and exempt under section 501(a), except that the capital gains 
treatment referred to in section 402(a) (2) does not apply. 

(b) Every person claiming the benefit of section 402(d) must be 
able to demonstrate to the satisfaction of the Commissioner that all 
of the provisions of such section are met. The taxpayer must produce 
sufficient evidence to prove : 

(1) That, before October 21, 1942, he was employed by the 
particular employer making the contribution in question and was 
at such time definitely covered by a written agreement, entered 
into before October 21, 1942, between himself and the employer, 
or between the employer and the trustee of a trust established by 
the employer before October 21, 1942,. and that the contribution 
by the employer was made pursuant to such agreement. The fact 
that an employee may have been potentially covered is not suffi- 
cient. Evidence that the employment was entered into, or the 
agreement executed, “as of” a date before October 21, 1942, or 
that the agreement or trust instrument which did not thereto- 
fore meet the requirements of section 402(d) was modified or 
amended after October 20, 1942, so as to come within the provi- 
sions of such section, will not satisfy the requirements of sec- 
tion 402(d). 

(2) That such contribution, pursuant to the terms of such 
agreement, was to be applied for the purchase of an annuity con- 
tract for the taxpayer. In the case of a contribution by the em- 
ployer of an annuity contract purchased by such employer and 
transferred by him to the trustee of the trust, evidence should be 
presented to prove that such contract was purchased for the tax- 
payer by the employer pursuant to the terms of a written agree- 
ment between the employer and the employee or between the em- 
ployer and the trustee, entered into before October 21, 1942. 

(3) That under the written terms of the trust agreement the 
taxpayer is not entitled during his lifetime, except with the con- 
sent of the trustee, to any payments other than annuity payments 
under the annuity contract or contracts purchased by the trustee 
or by the employer and transferred to the trustee, and that the 
trustee may grant or withhold such consent free from control 
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by the taxpayer, the employer, or any other person. However, 
such control will not be presumed from the fact that the trustee 
is himself an officer or employee of the employer. As used in 
section 402(d) the phrase “if * * * under the terms of the 
trust agreement the employee is not entitled” means that the 
trust instrument must make it impossible for the prohibited dis- 
tribution to occur, whether by operation or natural termination 
of the trust, whether by power of revocation or amendment, other 
than with the consent of the trustee, whether by the happening of 
a contingency, by collateral arrangement, or any other means. 
It is not essential that the employer relinquish all power to modify 
or terminate the trust but it must be impossible, except with the 
consent of the trustee, for any payments under annuity contracts 
purchased by the trustee, or by the employer and transferred to 
the trustee, to be received by the taxpayer, directly or indirectly, 
other than as annuity payments. 

(4) The nature and amount of such contribution and the extent 
to which income taxes have been paid thereon before January 1, 
1949, and not credited or refunded. 

(5) ^ If it is claimed that section 402(d) applies to amounts 
contributed to a trust after J une 1, 1949, the taxpayer must prove 
to the satisfaction of the Commissioner that the trust did not, on 
June 1, 1949, qualify for exemption under section 165(a) of the In- 
ternal Revenue Code of 1939. Where an employer buys an annuity 
contract which is transferred to the trustee, the date of the purchase 
of the annuity contract and not the date of the transfer to the trustee 
is the controlling date in determining whether or not the contribution 
was made to the trust after June 1, 1949. 

§ 1.402(e) Statutory Provisions; Taxability of Beneficiary of 
Employees 5 Trust; Certain Plan Terminations. 

SEC. 402. TAXABILITY OF BENEFICIARY OF EMPLOYEES’ 
TRUST. * * * 

(e) Certain Plan Terminations. — For purposes of subsection (a)(2), 
distributions made after December 31, 1953, and before January 1, 1955, as 
a result of the complete termination of a stock bonus, pension, or profit- 
sharing plan of an employer which is a corporation, if the termination of 
the plan is incident to the complete liquidation, occurring before the date of 
enactment of this title, of the corporation, whether or not such liquidation is 
incident to a reorganization as defined in section 368(a), shall he considered 
to be distributions on account of separation from service. 

§ 1.402 (e)-l Certain Plan Terminations. — Distributions made 
after December 31, 1953, and before January 1, 1955, as a result of 
the complete termination of an employees’ trust described in section 
401(a) which is exempt under section 501(a) shall be considered 
distributions on account of separation from service for purposes of 
section 402(a) (2) if the employer who established the trust is a cor- 
poration, and the termination of the plan is incident to the complete 
liquidation of the corporation before August 16, 1954, regardless of 
whether such liquidation is incident to a reorganization as defined in 
section 368. 
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§ 1.403 (a) Statutory Provisions ; Taxation of Employee Annu- 
ities ; Qualified Annuity Plan. 

SBC. 403. TAXATION OP EMPLOYEE ANNUITIES. 

(a) Taxability of Beneficiary Under a Qualified Annuity Plan. — 

(1) General rule. — Except as provided in paragraph (2), if an an- 
nuity contract is purchased by an employer for an employee under a 
plan with respect to which the employer’s contribution is deductible 
under section 404(a) (2), or if an annuity contract is purchased for an 
employee by an employer described in section 501(e) (3) which is exempt 
from tax under section 501(a), the employee shall include in his gross 
income the amounts received under such contract for the year received 
as provided in section 72 (relating to annuities) except that section 
72(e) (3) shall not apply. 

(2) Capital gains treatment for certain distributions. — 

(A) General rule. — If — 

(i) an annuity contract, is purchased by an employer for an 
employee under a plan which meets the requirements of section 
401(a)(3), (4), (5), and (6) ; 

(ii) such plan requires that refunds of contribution with 
respect to annuity contracts purchased under such plan be used 
to reduce subsequent premiums on the contracts under the plan ; 
and 

(iii) the total amounts payable by reason of an employee’s 
death or other separation from the service, or by reason of the 
death of an employee after the employee’s separation from the 
service, are paid to the payee within one taxable year of the 
payee, 

then the amount of such payments, to the extent exceeding the 
amount contributed by the employee (determined by applying sec- 
tion 72(f) ), which employee contributions shall be reduced by any 
amounts theretofore paid to him which were not includible in gross 
income, shall be considered a gain from the sale or exchange of a 
capital asset held for more than 6 months. 

(B) Definition. — For purposes of subparagraph (A), the term 
“total amounts” means the balance to the credit of an employee 
which becomes payable to the payee by reason of the employee’s 
death or other separation from the service, or by reason of his death 
after separation from the service. 

§1.403 (a) -I Taxability of Beneficiary Un t der a Qualified 
Annuity Plan. — ( a) An employee or retired or former employee 
for whom an annuity contract is purchased by his employer is not 
required to include in his gross income the amount paid for the con- 
tract at the time such amount is paid, whether or not his rights to the 
contract are forfeitable, if — 

(1) The annuity contract is purchased under a plan with respect 
to which the amounts paid by the employer are deductible under 
section 404 ( a ) ( 2 ) , or 

(2) The annuity contract is purchased under a plan which meets 
the requirements of section 404(a) (2) although the employer does 
not deduct the amounts paid for the contract under such section, or 

(3) The annuity contract is purchased by an employer which is 
an organization described in section 501(c) (3) and exempt under 
section 501(a) provided the purchase of the annuity is merely a 
supplement to past or current compensation. For the purpose of 
this subparagraph, whether the purchase of an annuity contract is 
merely a “supplement to past or current compensation” is to be 
determined by all the surrounding facts and circumstances.. One of 
the pertinent facts to be taken into consideration is the ratio of the 
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consideration paid by the employer for an employee’s contract to 
the amount of his past or current compensation. For example, if 
the annual premium paid for an employee’s contract is $1,000 and 
his annual salary is $10,000, the ratio indicates that the premium 
paid for the contract is merely a supplement to the employee’s 
current compensation. If, however, an employee receives no current 
compensation, or the annual premiums paid for his annuity contract 
approximate his annual salary, the amount paid for his contract 
will be considered to be current compensation and taxable to the 
employee in the year in which it is paid by the employer. . Other 
pertinent considerations are whether the annuity contract is pur- 
chased as a result of an agreement for a reduction of the employee’s 
annual salary, or whether it is purchased at his request in lieu of 
an increase in current compensation to which he otherwise might 
be entitled. In such cases, the amount paid for the contract shall 
also be considered to be current compensation. 

(b) The amounts received by or made available to any employee 
referred to in paragraph (a) of this section under such annuity con- 
tract shall be included in gross income of the employee for the taxable 
year in which received or made available, as provided in section 72 
(relating to annuities) except that section 72(e) (3) shall not apply, 
and except that certain total distributions described in section 
403(a) (2) are taxable as long-term capital gains. For the treatment 
of such total distributions, see § 1.403 (a) -2. 

(c) If upon the death of an employee or of a retired employee, 
the widow or other beneficiary of such employee is paid, in accordance 
with the terms of the annuity contract relating to the deceased em- 
ployee, an annuity or other death benefit, the extent to which the 
amounts received by or made available to the beneficiary must be 
included in the beneficiary’s income under section 403(a) shall be 
determined in accordance with the rules presented in paragraph 
(a) (5) of § 1.402(a)-!. 

(d) If under a qualified annuity plan a group contract providing 
group permanent life insurance protection is purchased for the em- 
ployees, the same rules which are applicable when contracts providing 
life insurance protection are purchased by a trust described in section 
401(a) and exempt under section 501(a), shall be applicable in the 
case of such a contract. For such rules, see paragraph (a) (2), (3), 
and (4) of § 1.402(a)-!. Section 403(a) is not applicable to pre- 
miums paid after October 26, 1956, for individual contracts providing 
life insurance protection for employees. 

(e) As to inclusion of full-time life insurance salesmen within the 
class of persons considered to be employees, see section 7701(a) (20). 

§1.403 (a) -2 Capital Gaiks Treatment for Certain Distribu- 
tions. — (a) If the total amounts payable with respect to any employee 
for whom an annuity contract has been purchased by an employer 
under a plan which — 

(1) Meets the requirements of section 401(a) (3), (4), (5), and 
(6), and 

(2) Requires that refunds of contributions with respect to annuity 
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contracts purchased under such plan be used to reduce subsequent 
premiums on the contracts under the plan, 

are paid to, or includible in gross income of, the payee within one 
taxable. year of the payee by reason of the employee’s death or other 
separation from the service, or death after such separation from the 
service, such total payments, to the extent they exceed the net amount 
contributed by the employee, shall be considered a gain from the sale 
or exchange of a capital asset held for more than six months. The 
“net amount contributed by the employee” is the amount actually con- 
tributed by the employee plus any amounts considered to be contributed 
by the employee under the rules of sections 72(f), 101(b), and para- 
graph (d) of § 1.403(a)-!, reduced by any amounts theretofore dis- 
tributed to him which were excludable from his gross income as a 
return of employee contributions. For example, if under an annuity 
contract purchased under a plan described in this section, the total 
distributions payable to the employee’s widow are paid to her in the 
year in which the employee dies, in the amount of $8,000, and if $5,000 
thereof is excludable under section 101(b), and if the employee made 
contributions of $600 and had received no payments, the remaining 
amount of $2,400 will be considered a gain from the sale or exchange 
of a capital asset held for more than six months. 

(b) (1) The term “total amounts” means the balance to the credit 
of an employee with respect to all annuities under the annuity plan 
which becomes payable to the payee by reason of the employee’s 
death or other separation from the service, or by reason of his death 
after separation from the service. If an employee commences to 
receive annuity payments on retirement and then a lump sum pay- 
ment is made to his widow upon his death, the capital gains treatment 
applies to the lump sum payment, but it does not apply to amounts 
received before the time the “total amounts” become payable. How- 
ever, if the total amount to the credit of the employee at the time of 
his death or other separation from the service or death after separa- 
tion from the service is paid or includible in the gross income of the 
payee within one taxable year of the payee, such amount is entitled 
to the capital gains treatment notwithstanding that in a later taxable 
year an additional amount is credited to the employee and paid to 
the payee. 

(2) If more than one annuity contract is received under the plan, 
the capital gains treatment does not apply to any amount received on 
the surrender thereof unless all contracts under the plan with respect 
to a particular employee are surrendered either at the time of the em- 
ployee’s death or other separation from the service or death after 
separation from the service. Thus, if an employee receives two con- 
tracts on separation from the service and surrenders one of them in the 
year of separation and receives payments under the other until his 
death, the capital gains treatment is. applicable to the balance paid to 
his beneficiary on his death if paid within one taxable year of the bene- 
ficiary. The amount received by the employee on surrender of the con- 
tract in the year of his separation from the service, however, would not 
receive capital gains treatment since the balance to the credit of the 
employee with respect to all amounts under the plan did not become 
payable at that time. 
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(3) If an employee retires and commences to receive an annuity but 
subsequently in some succeeding taxable year, he is paid a lump sum in 
settlement of all future annuity payments, the capital gains treatment 
does not apply to such lump sum settlement paid during the lifetime 
of the employee since it is not a payment on account of separation from 
the service, or death after separation, but is on account of the settle- 
ment of future annuity payments. 

(4) If the “total amounts” payable under all annuity contracts 
under the plan with respect to a particular employee are paid or includ- 
ible in the gross income of several payees within one taxable year on 
account of the employee’s death or other separation from the service or 
on account of his death after separation from the service, the capital 
gains treatment is applicable. Thus, if the balance to the credit of a 
deceased employee under all annuity contracts provided under an 
annuity plan becomes payable to two payees, the capital gains treat- 
ment is applicable provided the “total amounts” payable are received 
by or includible in the gross income of both payees within the same 
taxable year. However, if the “total amounts” payable are made avail- 
able to each payee and one elects to receive his share in cash while the 
other makes a timely election under section 72(h) to receive his share 
as an annuity, the capital gains treatment does not apply to either 
payee. 

§ 1.403(b) Statutory Provisions ; Taxation of Employee An- 
nuities ; Nonqualified Annuity. 

SEC. 403. TAXATION OF EMPLOYEE ANNUITIES. * * * 

(b) Tax abili ty of Beneficiary Under a Nonqualified Annuity. — If an 
annuity contract purchased by an employer for an employee is not subject 
to subsection (a) and the employee’s rights under the contract are non- 
forfeitable, except for failure to pay future premiums, the amount con- 
tributed by the employer for such annuity contract on or after such rights 
become nonforfeitable shall be included in the gross income of the employee 
in the year in which the amount is contributed. The employee shall include 
in his gross income the amounts received under such contract for the year 
received as provided in section 72 (relating to annuities) except that 
section 72(e) (3) shall not apply. 

§ 1.403(b)-! Taxability of Beneficiary Under a Nonqualified 
Annuity. — (a) Except as provided in section 402(d), if an employer 
purchases an annuity contract and if the amounts paid for the contract 
are not subject to paragraph (a) of § 1.403 (a)-l, the amount of such 
contribution shall be included in the income of the employee for the 
taxable year during which such contribution is made if, at the time 
the contribution is made, the employee’s rights under the annuity 
contract are nonforfeitable, except for failure to pay future pre- 
miums. If the employee’s rights under the annuity contract in 
such a case were forfeitable at the time the employer’s contribution 
was made for the annuity contract, even though they become non- 
forfeitable later, the amount of such contribution is not required 
to be included in the income of the employee at the time his rights 
under the contract become nonforfeitable. As to what constitutes 
nonforfeitable rights of an employee, see § 1.402 (b) 7 l. The amounts 
received by or made available to the employee under the annuity con- 
tract shall be included in the gross income of the employee for the 
taxable year in which received or made available, as provided in 
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section 72 (relating to annuities) except that section 72(e) (3) shall 
not apply. For rules relating to the treatment of employer con- 
tributions as part of the consideration paid by the employee, see sec- 
tion 72(f). See also section 101(b) (2) (D) for rules relating to the 
treatment of the limited exclusion provided thereunder as part of the 
consideration paid by the employee. 

(b) If an employer has purchased annuity contracts and trans- 
ferred the same to a trust or if an employer has made contributions 
to a trust for the purpose of providing annuity contracts for his em- 
ployees as provided in section 402(d) (see paragraph (a) of § 
1.402 (d)--l), the amount so paid or contributed is not required to be 
included in the income of the employee, but any amount received 
by or made available to the employee under the annuity contract 
shall be includible in the gross income of the employee for the taxable 
year in which received or made available, as provided in section 72 
(relating to annuities), except that section 72(e)(3) shall not apply. 
In such case the amount paid or contributed by the employer shall 
not constitute consideration paid by the employee for such annuity 
contract in determining the amount of annuity payments required 
to be included in his gross income under section 72 unless the em- 
ployee has paid income tax for any taxable year beginning before 
January 1, 1949, with respect to such payment or contribution by the 
employer for such year and such tax is not credited or refunded to 
the employee. In the event such tax has been paid and not credited 
or refunded the amount paid or contributed by the employer for 
such year shall constitute consideration paid by the employee for 
the annuity contract in determining the amount of the annuity re- 
quired to be included in the income of the employee under section 72. 

§ 1.404(a) Statutory Provisions; Deduction tor Contributions 
of an Employer to an Employees’ Trust or Annuity Plan and 
Compensation Under a Deferred-Payment Plan; General Rule. 

SEC 404. DEDUCTION FOR CONTRIBUTIONS OF AN EMPLOYER TO 
AN EMPLOYEES’ TRUST OR ANNUITY PLAN AND COM- 
PENSATION UNDER A DEFERRED-PAYMENT PLAN. 

(a) General Rule. — If contributions are paid by an employer to or under 
a stock bonus, pension, profit-sharing, or annuity plan, or if compensation is 
paid or accrued on account of any employee under a plan deferring the 
receipt of such compensation, such contributions or compensation shall not 
be deductible under section 162 (relating to trade or business expenses) or 
section 212 (relating to expenses for the production of income) but if they 
satisfy the conditions of either of such sections, they shall be deductible 
under this section, subject, however, to the following limitations as to the 
amounts deductible in any year : . 

(1) Pension trusts. — In the taxable year when paid, if the contribu- 
tions are paid into a pension trust, and if such taxable year ends within 
or with a taxable year of the trust for which the trust is exempt under 
section 501(a), in an amount determined as follows: 

(A) an amount not in excess of 5 percent of the compensation 
otherwise paid or accrued during the taxable year to all the em- 
ployees under the trust, but such amount may he reduced for future 
years if found by the Secretary or his delegate upon periodical ex- 
aminations at not less than 5-year intervals to be more than the 
amount reasonably necessary to provide the remaining unfunded 
cost of past and current service credits of all employees under the 
plan, plus 
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(B) any excess over the amount allowable under subparagraph 
(A) necessary to provide with respect to all of the employees under 
the trust the remaining unfunded cost of their past and current 
service credits distributed as a level amount, or a level percentage of 
compensation, over the remaining future service of each such em- 
ployee, as determined under regulations prescribed by the Secretary 
or his delegate, but if such remaining unfunded cost with respect 
to any 3 individuals is more than 50 percent of such remaining un- 
funded cost, the amount of such unfunded cost attributable to such 
individuals shall be distributed over a period of at least 5 taxable 
years, or 

(C) in lieu of the amounts allowable under subparagraphs (A) 
and (B) above, an amount equal to the normal cost of the plan, as 
determined under regulations prescribed by the Secretary or his 
delegate, plus, if past service or other supplementary pension or 
annuity credits are provided by the plan, an amount not in excess 
of 10 percent of the cost which would be required to completely 
fund or purchase such pension or annuity credits as of the date 
when they are included in the plan, as determined under regula- 
tions prescribed by the Secretary or his delegate, except that in no 
case shall a deduction be allowed for any amount (other than the 
normal cost) paid in after such pension or annuity credits are com- 
pletely funded or purchased. 

(D) Any amount paid in a taxable year in excess of the amount 
deductible in such year under the foregoing limitations shall be 
deductible in the succeeding taxable years in order of time to the 
extent of the difference between the amount paid and deductible in 
each such succeeding year and the maximum amount deductible for 
such year in accordance with the foregoing limitations. 

(2) Employees’ annuities. — In the taxable year when paid, in an 
amount determined in accordance with paragraph (1), if the contribu- 
tions are paid toward the purchase of retirement annuities and such 
purchase is a part of a plan which meets the requirements of section 
401(a)(3), (4), (5), and (6), and if refunds of premiums, if any, are 
applied within the current taxable year or next succeeding taxable year 
towards the purchase of such retirement annuities. 

(3) Stock bonus and profit-sharing trusts. — 

(A) Limits on deductible contributions. — In the taxable year 
sharing trust, and if such taxable year ends within or with a 
taxable year of the trust with respect to which the trust is exempt 
under section 501(a), in an amount not in excess of 15 percent of 
the compensation otherwise paid or accrued during the taxable year 
to all employees under the stock bonus or profit-sharing plan. If in 
any taxable year there is paid into the trust, or a similar trust then 
in effect, amounts less than the amounts deductible under the preced- 
ing sentence, the excess, or if no amount is paid, the amounts de- 
ductible, shall be carried forward and be deductible when paid in 
the succeeding taxable years in order of time, but the amount so 
deductible under this sentence in any such succeeding taxable year 
shall not exceed 15 percent of the compensation otherwise paid or 
accrued during such succeeding taxable year to the beneficiaries 
under the plan. In addition, any amount paid into the trust in any 
taxable year in excess of the amount allowable with respect to such 
year under the preceding provisions of this subparagraph shall be de- 
ductible in the succeeding taxable years in order of time, but the 
amount so deductible under this sentence in any one such succeeding 
taxable year together with the amount allowable under the first 
sentence of this subparagraph shall not exceed 15 percent of the 
compensation otherwise paid or accrued during such taxable year 
to the beneficiaries under the plan. The term “stock bonus or 
profit-sharing trust”, as used in this subparagraph, shall not include 
any trust designed to provide benefits upon retirement and covering 
a period of years, if under the plan the amounts to be contributed 
by the employer can be determined actuarially as provided in para- 
graph (1). If the contributions are made to 2 or more stock bonus 
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or profit-sharing trusts, such trusts shall be considered a single 
trust for purposes of applying the limitations in this subparagraph. 

(B) Profit-shaking plan of affiliated group. — In the ease of a 
profit-sharing plan, or a stock bonus plan in which contributions 
are determined with reference to profits, of a group of corporations 
which is an affiliated group within the meaning of section 1504, if 
any member of such affiliated group is prevented from making a 
contribution which it would otherwise have made under the plan, 
by reason of having no current or accumulated earnings or profits 
or because such earnings or profits are less than the contributions 
which it would otherwise have made, then so much of the contribu- 
tion which such member was so prevented from making may be 
made, for the benefit of the employees of such member, by the other 
members of the group, to the extent of current or accumulated 
earnings or profits, except that such contribution by each such other 
member shall be limited, wffiere the group does not file a consolidated 
return, to that proportion of its total current and accumulated earn- 
ings or profits remaining after adjustment for its contribution de- 
ductible without regard to this subparagraph which the total pre- 
vented contribution bears to the total current and accumulated 
earnings or profits of all the members of the group remaining after 
adjustment for all contributions deductible without regard to this 
subparagraph. Contributions made under the preceding sentence 
shall be deductible under subparagraph (A) of this paragraph by 
the employer making such contribution, and, for the purpose of 
determining amounts which may be carried forward and deducted 
under the second sentence of subparagraph (A) of this paragraph 
in succeeding taxable years, shall be deemed to have been made by 
the employer on behalf of whose employees such contributions were 
made. 

(4) Trusts created or organized outside the united states. — If a 
stock bonus, pension, or profit-sharing trust would qualify for exemp- 
tion under section 501(a) except for the fact that it is a trust created or 
organized outside the United States, contributions to such a trust by an 
employer which is a resident, or corporation, or other entity of the United 
States, shall be deductible under the preceding paragraphs. 

(5) Other plans. — In the taxable year when paid, if the plan is not 
one included in paragraph (1), (2), or (3), if the employees’ rights to 
or derived from such employer’s contribution or such compensation are 
nonforfeitable at the time the contribution or compensation Is paid. 

(6) Taxpayers on accrual basis. — For purposes of paragraphs (1), 
(2), and (3), a taxpayer on the accrual basis shall be deemed to have 
made a payment on the last day of the year of accrual if the payment 
is on account of such taxable year and is made not later than the time 
prescribed by law for filing the return for such taxable year (including 
extensions thereof) . 

(7) Limit of deduction. — If amounts are deductible under paragraphs 
(1) and (3), or (2) and (3), or (1), (2), and (3), in connection with 2 
or more trusts, or one or more trusts and an annuity plan, the total 
amount deductible in a taxable year under such trusts and plans shall 
not exceed 25 percent of the compensation otherwise paid or accrued 
during the taxable year to the persons who are the beneficiaries of the 
trusts or plans. In addition, any amount paid into such trust or under 
such annuity plans in any taxable year in excess of the amount allow- 
able with respect to such year under the preceding provisions of this 
paragraph shall be deductible in the succeeding taxable years in order 
of time, but the amount so deductible under this sentence in any one such 
succeeding taxable year together with the amount allowable under the 
first sentence of this paragraph shall not exceed 30 percent of the com- 
pensation otherwise paid or accrued during such taxable years to the 
beneficiaries under the trusts or plans. This paragraph shall not have 
the effect of reducing the amount otherwise deductible under paragraphs 
(1), (2), and (3), if no employee is a beneficiary under more than one 
trust, or a trust and an annuity plan. 
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§ 1.404 (a) -1 Contributions of an Employer to an Employees 5 
Trust or Annuity Plan and Compensation Under a Defered-Pay- 
ment Plan ; General Rule. — (a)(1) Section 404(a) prescribes limi- 
tations upon deductions for amounts contributed by an employer 
under a pension, annuity, stock bonus, or profit-sharing plan, or under 
any plan of deferred compensation. It is immaterial whether the 
plan covers present employees only, or present and former employees, 
or only former employees. Section 404(a) also governs the deduc- 
tibility of unfunded pensions and death benefits paid directly to 
former employees or their beneficiaries (see § 1.404 (a) -12). 

(2) Section 404(a) does not apply to a plan which does not defer 
the receipt of compensation. Furthermore, section 404(a) does not 
apply to deductions for contributions under a plan which is solely 
a dismissal wage or unemployment benefit plan, or a sickness, acci- 
dent, hospitalization, medical expense, recreation, welfare, or similar 
benefit plan, or a combination thereof. For example, if under a plan 
an employer contributes 5 percent of each employee’s compensation 
per month to a fund out of which employees who are laid off will be 
paid benefits for temporary periods, but employees who are not laid 
off have no rights to the funds, such a plan is an unemployment bene- 
fit plan, and me deductibility of the contributions to it is determined 
unaer section 162. As to the deductibility of such contributions, see 
§ 1.162-9. 

(3) If, however, the contributions to a pension, profit-sharing, 
stock bonus, or other plan of deferred compensation can be used to 
provide any of the benefits referred to in subparagraph (2) of this 
paragraph, then, except as provided in section 404(c), section 404(a) 
applies to the entire contribution to the plan. Thus, if in the example 
described in subparagraph (2) of this paragraph, the employer’s con- 
tribution on behalf of each employee is set up as a separate account, 
and if any amount which remains in an employee’s account at the time 
of retirement is paid to him at such time, the deductibility of the con- 
tributions to the plan is determined under section 404(a). For the 
rules for determining whether the benefits referred to in subparagraph 
(2) of this paragraph can be included in a qualified pension or profit- 
sharing plan, see § 1.401-1 (b) . 

(4) As to inclusion of full-time life insurance salesmen within the 
class of persons considered to be employees, see section 7701(a) (20). 

(b) In order to be deductible under section 404 ( a ) x contributions 
must be expenses which would be deductible under section 162 (relat- 
ing to trade or business expenses) or 212 (relating to expenses for 
production of income) if it were not for the provision in section 
404(a) that they are deductible, if at all, only under section 404(a). 
Contributions may therefore be deducted under section 404(a) only 
to the extent that they are ordinary and necessary expenses during the 
taxable year in carrying on the trade or business or for the production 
of income and are compensation for personal services actually ren- 
dered. In no case is a deduction allowable under section 404(a) for 
the amount of any contribution for the benefit of an employee in 
excess of the amount which, together with other deductions allowed 
for compensation for such employee’s services, constitutes a reasonable 
allowance for compensation for the services actually rendered. What 
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constitutes a reasonable allowance depends upon the facts in the par- 
ticular case. Among the elements to be considered in determining 
this are the personal services actually rendered in prior years as well 
as the current year and all compensation and contributions paid to or 
for such employee in prior years as well as in the current year. Thus, 
a contribution which is in the nature of additional compensation for 
services performed in prior years may be deductible, even if the total 
of such contributions and other compensation for the current year 
would be in excess of reasonable compensation for services performed 
in the current year, provided that such total plus all compensation 
and contributions paid to or for such employee in prior years repre- 
sents a reasonable allowance for all services rendered by the employee 
by the end of the current year. A contribution under a plan which 
is primarily for the benefit of shareholders of the employer is not 
deductible. Such a contribution may constitute a dividend within 
the meaning of section 316. See also §§ 1.162-6 and 1.162-8. In ad- 
dition to the limitations referred to above, deductions under section 
404(a) are also subject to further conditions and limitations par- 
ticularly provided therein. 

(c) Deductions under section 404(a) are generally allowable only 
for the year in which the contribution or compensation is paid, re- 
gardless of the fact that the taxpayer may make his returns on the 
accrual method of accounting. Exceptions are made in the case of 
overpayments as provided in paragraphs (1), (3), and (7) of section 
404(a), and, as provided by section 404(a) (6) , in the case of payments 
made by a taxpayer on the accrual method of accounting not later 
than the time prescribed by law for filing the return for the taxable 
year of accrual (including extensions thereof) . This latter provision 
is intended to permit a taxpayer on the accrual method to deduct such 
accrued contribution or compensation in the year of accrual, provided 
payment is actually made not later than the time prescribed by law 
for filing the return for the taxable year of accrual (including exten- 
sions thereof) , but this provision is not applicable unless, during the 
taxable year on account of which the contribution is made, the tax- 
payer incurs a liability to make the contribution, the amount of which 
is accruable under section 461 for such taxable year. See section 461 
and the regulations thereunder. There is another exception in the 
case of certain taxpayers who are required to make additional contri- 
butions as a result of Public Law 74 (Eighty-fourth Congress) ap- 
proved June 15, 1955, and the regulations thereunder. 

§ 1.404 ( a) -2 Information To Be Furnished by Employer Claim- 
ing Deductions. — (a) For the first taxable year for which a deduc- 
tion from gross income is claimed under section 404(a) (1), (2), (3), 
or (7), the employer must file the following information (unless such 
information has been previously filed in accordance with the regula- 
tions under section 23 (p) of the Internal Revenue Code of 1939) for 
each plan involved to establish that it meets the requirements of sec- 
tion 401(a) or 404(a) (2), and that deductions claimed do not exceed 
the amount allowable under paragraphs (1), (2), (3), and (7) of sec- 
tion 404(a), as the case may be: 

(1) Verified copies of all the instruments constituting or evidencing 
the plan, including trust indentures, group annuity contracts, speci- 
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men copy of each type of individual contract, and specimen copy of 
formal announcement and comprehensive detailed description to 
employees, -with all amendments to any such instruments. 

(2) A statement describing the plan which identifies it and which 
sets forth the name or names of the employers, the effective date of 
the plan and of any amendments thereto, the method of distribution 
or of disbursing benefits (whether by trustee, insurance company, or 
otherwise), the dates when the instruments or amendments were exe- 
cuted, the date of formal announcement and the dates when compre- 
hensive detailed description of the plan and of each amendment thereto 
were made available to employees generally, the dates when the plan 
and when the trust or the contract evidencing the plan and of any 
amendmen t s _ thereto were put into effect so that contributions there- 
under were irrevocable and a summary of the provisions and rules 
relating to — 

O Employee eligibility requirements for participation in the 

(ii) Employee contributions, 

(iii) Employer contributions, 

(iv) The basis or formula for determining the amount of each 
type of benefit and the requirements for obtaining such benefits 
and the vesting conditions, 

(v) The medium of funding (e. g., self-insured, unit purchase 
group annuity contract, individual level annual premium retire- 
ment endowment insurance contracts, etc.) and, if not wholly in- 
sured, the medium of contributions and the kind of investments, and 

(vi) The discontinuance or modification of the plan and distribu- 
tions or benefit payments upon liquidation or termination. 


(3) A tabulation m columnar form showing the information speci- 
fied below with respect to each of the 25 highest paid employees 
covered by the plan in the taxable year, listed in order of their non- 
cleferred compensation (where there are several plans of deferred 
compensation, the information for each of the plans may be shown on 
a single tabulation without repetition of the information common to 
the several plans) : 


(i) ZSTame. 

(ii) Whether an officer. 

^ ii ^ P ?i rcentag , e eac ^ c i ass °f stock owned directly or indi- 
rectly by the employee or members of his family 

woS > c,S*tmpk 7 S ,1CiP ‘ 1 dUtieS <*» 

(v) Year of birth. 

(vi) Length of service for employer to the close of the year. 

+ v, n01 • e , ferr 1 ed compensation paid or accrued during 
MoSg comphmte:'* breaHo ' m 01 compensation into the 

5 asic compensation and overtime pay, 
tfinio Other direct payments, such as bonuses and commis- 

(c) Compensation paid other than in cash, such as goods, 
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services, insurance not directly related to tlie benefits or pro- 
vided from funds under the plan, etc, 

(viii) Amount allocated during the year for the benefit of the 
employee or his beneficiary (including any insurance provided 
thereby or directly related thereto) , less the employee’s contributions 
during the year, under each other plan of deferred compensation. 

(ix) Amount allocated during the year for the benefit of. the 
employee or his beneficiary (including any insurance provided 
thereby or directly related thereto), less the employee’s contribu- 
tions during the year, under the plan. If a profit-sharing or stock 
bonus plan, also a breakdown of such amounts into the following 
components : 

(a) Amounts originally allocated in the year, and 

(i) Amounts reallocated in the year. 

(x) Amounts of employee contributions during the year under 
the plan, 

(xi) If a pension or annuity plan, 

(а) The retirement age and date and the form of the retire- 
ment benefit, 

( б ) The annual rate or amount of the retirement benefit, and 
(e) The aggregate of all of the employee’s contributions 

under the plan, 

all based, in the case of an employee who is not on retirement benefit 
under the plan, upon the assumption of his continued employment 
at his current rate of compensation until his normal retirement age 
(or the end of the current year if later) and retirement on such date 
with the normal form of retirement benefit under the plan. 

(4) The following totals : 

(i) Total nondeferred compensation paid or accrued during the 
taxable year for all employees covered under the plan and also for 
all employees of the employer. 

(ii) Total amount allocated during the year for the benefit of em- 
ployees, former or retired employees, or their beneficiaries (in- 
cluding any insurance provided thereby or directly related thereto) , 
less employee contributions during the year under the plan and, if 
a profit-sharing or stock bonus plan, also a breakdown of such total 
into the following components : 

(a) Amount originally allocated in the year, and 
( i ) Amount reallocated in the year. 

(5) A schedule showing the total number of employees as of the 
close of the year for each of the following groups, based on reasonable 
estimates : 

(i) All employees ineligible for coverage under the plan because 
of requirements as to employment classification, specifying the rea- 
sons applicable to the group (as, for example, temporary, seasonal, 
part time, hourly pay basis, etc. ) . 

(ii) All employees ineligible for coverage under the plan be- 
cause of requirements as to length of service and not included in 
subdivision (i) of this subparagraph. 

(iii) All employees ineligible for coverage under the plan be- 
cause of requirements as to minimum age and not included in sub- 
division (i) or (ii) of this subparagraph. 
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(iv) All employees ineligible for coverage under the plan solely 
because of requirements as to minimum rate of compensation. 

(v) All employees ineligible for coverage under the plan other 
than those employees included in subdivision (i), (ii), (iii), or 
(iv) of this subparagraph, specifying the reason applicable to the 
group. 

(vi) All employees ineligible for coverage under the plan for any 
reasons, which should be the sum of subdivisions (i) to (v), inclusive, 
of this subparagraph. 

(vii) All employees eligible for coverage but not covered under 
the plan. 

( viii) All employees covered under the plan. 

(ix) All employees of the employer, which should be the sum 
of subdivisions (vi), (vii), and (viii) of this subparagraph. 

If it is claimed that the requirements of section 401(a) (3) (A) are 
satisfied, also the data and computations necessary to show that such 
requirements are satisfied. 

(6) In the case of a trust, a detailed balance sheet and a detailed 
statement of receipts and disbursements during the year ; in the case 
of a nontrusteed annuity plan, a detailed statement of the names of the 
insurers, the contributions paid by the employer and by the employees, 
and a statement as to the amounts and kinds of premium refunds or 
similar credits made available and the disposition of such credits in 
the year. 

(7) If a pension or annuity plan, a detailed description of all the 
methods, factors, and assumptions used in determining costs and in 
adjusting the costs for actual experience under the plan (including 
any loadings, contingency reserves, or special factors and the basis 
of any insured costs or liabilities involved therein) explaining their 
source and application in sufficient detail to permit ready analysis 
and verification thereof, and, in the case of a trust, a detailed descrip- 
tion of the basis used in valuing the investments held. Also a sum- 
mary of the resulting costs or liabilities and adjustments for the year 
under the pension or annuity plan in sufficient detail to permit ready 
verification of the reasonableness thereof. 

(8) A statement of the applicable limitations under section 404(a) 
(1), (2), (3), or (7) and an explanation of the method of determining 
such limitations and a summary of the data and computations neces- 
sary to determine the allowable deductions for the taxable year. 

(9) A statement of the contributions paid in the taxable year, 
showing the date and amount of each payment. Also a summary of 
the deductions claimed for the taxable year for the plan with a break- 
down of the deductions claimed into the following components : 

(i) For contributions paid in the taxable year before giving 
effect to the provisions of paragraph (7) of section 404(a) . 

(ii) For contributions paid in prior taxable years beginning 
after December 31, 1941, in accordance with the carryover provi- 
sos of paragraphs (1) and (3) of section 404(a), before giving 
effect to the provisions of paragraph (7) thereof, and in accord- 
ance with the carryover provisions of section 404 (d) . 

§ L404(a)-2(a) 



243 


(iii) Any reductions or increases in the deductions in accordance 
with the provisions of paragraph (7) of section 404(a). 

(b) For taxable years subsequent to the year for which all of the 
applicable information under paragraph (a) of this section (or cor- 
responding provisions of prior regulations) has been filed, information 
is to be filed only to the following extent : 

(1) If there is any change in the plan, instruments, methods, 
factors, or assumptions upon which the data and information 
specified in paragraph (a) (1), (2), or (7) of this section are based, 
a detailed statement explaining the change and its effect is to be 
filed only for the taxable year in which the change is put into effect. 
However, if there is no such change, unless otherwise requested by 
the district director, merely a statement that there is no such change 
is to be filed. 

(2) The information specified in paragraph (a) (3) of this sec- 
tion which has been filed for a taxable year, unless otherwise re- 
quested by the district director and so long as the plan and the 
method and basis of allocations are not changed, is to be filed for 
subsequent years only to the extent of showing in the tabulation 
such information with respect to employees who, at any time in 
the taxable year, own, directly or indirectly, more than 5 percent 
of the voting stock, considering stock so owned by an individual’s 
spouse or minor lineal descendant as owned by the individual for 
this purpose. 

(*3) The information specified in paragraph (a)(4), (5), (6), 
(8), and (9) of this section. 

(c) If a deduction is claimed under section 404(a) (5) for the tax- 
able year, the taxpayer shall furnish such information as is necessary 
to show that the deduction is not allowable under the other paragraphs 
of section 404(a), that the amount paid is an ordinary and necessary 
expense or. an expense for the production of income, and that the 
employees’ rights to, or derived from, such employer’s contribution 
or such compensation were nonforfeitable at the time the contribution 
or compensation was paid. 

(d) For the purpose of the information required by this section, 
contributions paid in a taxable year should include those deemed t<5 be 
so paid in accordance with the provisions of section 404(a) (6) and 
should exclude those deemed to be paid in the prior taxable year in 
accordance with such provisions. As used in this section, “taxable 
year” refers to the taxable year of the employer and, unless otherwise 
requested by the district director, a “year” which is not specified as a 
“taxable year” may be taken as the taxable year of the employer or as 
the plan, trust, valuation, or group contract year with respect to which 
deductions are being claimed provided the same rule is followed 
consistently so that there is no gap or overlap in the information fur- 
nished for each item. In any case the date or period to which each 
item of information furnished relates should be clearly shown. All 
the information required by this section should be filed with the tax 
return for the taxable year in which the deduction is claimed except 
that, unless sooner requested by the district director, such informa- 
tion, other than that specified in paragraph (a) (4) (i) and (9) of 
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this section, may be filed within 12 months after the close of the 
taxable year provided there is filed with the tax return a statement 
that the information cannot reasonably be filed therewith, setting 
forth the reasons therefor. 

(e) In any case all the information and data required by this section 
must be filed in the office of the district director in which the employer 
files his tax returns and identified for association with the appropriate 
returns and must be filed independently of any information and data 
otherwise submitted in connection with a determination of the .quali- 
fication of the trust or plan under section 401(a). The district di- 
rector may, in addition, require any further information that he con- 
siders necessary to determine allowable deductions under section 404 
or qualification under section 401 and may waive the filing of such 
information required herein which he finds unnecessary in a particular 
case. 

(f) Records substantiating all data and information required by 
this section to be filed must be kept at all times available for inspec- 
tion by internal revenue officers at the main office or place of business 
of the employer. 

§1.404 (a)' -8 Contributions of an Employer to or Under an 
Employees’ Pension Trust or Annuity Plan That Meets the Re- 
quirements of Section 401(a); Application of Section 404(a) 
(I).- — (a) If contributions are paid by an employer to or under a 
pension trust or annuity plan for employees and the general conditions 
and limitations applicable to deductions for such contributions are 
satisfied (see § 1.404(a)-l), the contributions are deductible under 
section 404(a) (1) or (2) if the further conditions provided therein 
are also satisfied. As used here, a “pension trust” means a trust 
forming part of a pension plan and an “annuity plan” means a pension 
plan under which retirement benefits are provided under annuity or 
insurance contracts without a trust. This section is also applicable 
to contributions to a foreign situs pension trust which could qualify 
for exemption under section 501 (a) except that it is not created or or- 
ganized and maintained in the United States. For the meaning of 
“pension plan” as used here, see paragraph (b)(l)(i) of § 1.4Q1-1. 
Where disability pensions, insurance, or survivorship benefits in- 
cidental and directly related to the retirement benefits under a pension 
or annuity plan are provided for the employees or their beneficiaries 
by contributions under the plan, deductions on account of such in- 
cidental benefits are also covered under section 404(a) (1) or (2) . See 
paragraph (a) (3) of § 1.402(a)-! as to taxability to employees of 
cost of incidental insurance protection. In order to be deductible 
under section 404(a)(1), contributions to a pension trust must be 
paid in a taxable year of the employer which ends with or within 
a year of the trust for which it is exempt under section 501(a). In 
order that contributions carried over may be deducted in a succeed- 
ing taxable year of the employer in accordance with section 
404(a) (1) (D), the succeeding year also must end with or within a 
taxable year of the trust for which it is exempt under section 501 (a). 
See § 1.404 (a) -8 as to conditions for deductions under section 
404(a) (2) in the case of an annuity plan. In either case, the deduc- 
tions are also subject to further limitations provided in section 
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404(a) (1) . The limitations provided in section 404(a) (1) are, with 
an exception provided for certain years under subparagraph (A) 
thereof (see § 1.404(a)-4), based on the actuarial costs of the plan. 

(b) In determining costs for the purpose of limitations under sec- 
tion 404(a) (1), the effects of expected mortality and interest must 
be discounted and the effects of expected withdrawals, changes in 
compensation, retirements at various ages, and other pertinent factors 
may be discounted or otherwise reasonably recognized. A properly 
weighted retirement age based on adequate analyses of representative 
experience may be used as an assumed retirement age. Different basic 
assumptions or rates may be used for different classes of risks or dif- 
ferent groups where justified by conditions or required by contract, 
In no event shall costs for the purpose of section 404(a) (1) exceed 
costs based on assumptions and methods which are reasonable in view 
of the provisions and coverage of the plan, the funding medium, rea- 
sonable expectations as to the effects of mortality and interest, reason- 
able and adequate regard for other factors such as withdrawal and 
deferred retirement (whether or not discounted) which can be expected 
to reduce costs materially, reasonable expenses of operation, and all 
other relevant conditions and circumstances. In any case, in deter- 
mining the costs and limitations, an adjustment shall be made on 
account of any experience more favorable than that assumed in the 
basis of limitations for prior years. Unless such adjustments are con- 
sistently made every year by reducing the limitations otherwise de- 
termined by any decrease in liability or cost arising from experience 
in the next preceding taxable year which was more favorable than the 
assumptions on which the costs and limitations were based, the ad- 
justment shall be made by some other method approved by the 
Commissioner. 

(c) The amount of a contribution to a pension or annuity plan that 
is deductible under section 404(a) (1) or (2) depends upon the methods, 
factors, and assumptions which are used to compute the costs of the 
plan and the limitation of section 404(a) (1) which is applied. Since 
the amount that is deductible for one taxable year may affect the 
amount that is deductible for other taxable years, the methods, factors, 
and assumptions used in determining costs and the method of deter- 
mining the limitation which have been used for determining the deduc- 
tion for a taxable year for which the return has been filed shall not be 
changed for such taxable year, except when the Commissioner deter- 
mines that the methods, factors, assumptions, or limitations were not 
proper, or except when a change is necessitated by reason of the use 
of different methods, factors, assumptions, or limitations for another 
taxable year. However, different methods, factors, and assumptions, 
or a different method of determining the limitation, if they are proper, 
may be used in determining the deduction for a subsequent taxable 
year. In any case, see paragraphs (a)(7) and (8) and (b)(1) and 
(8) of § 1.404 (a) -2 for the information which must be submitted re- 
garding the methods, factors, assumptions, and limitations. 

(d) Any expenses incurred by the employer in connection with the 
plan, such as trustee’s and actuary’s fees, which are not provided for 
by contributions under the plan are deductible by the employer under 
section 162 (relating to trade or business expenses), or 212 (relating 
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to expenses for production of income) to the extent that they are 
ordinary and necessary. 

(e) In case deductions are allowable under section 404(a)(3) as 
well as under section 404(a) (1) or (2), the limitations under section 
404(a) (1) and (3) are determined and applied without giving effect 
to the provisions of section 404(a) (7) but the amounts allowable as 
deductions are subject to the further limitations provided in section 
404(a) (7). See § 1.404 (a)-18. 

§ 1.404 (a) -4 Pension- and Annuity Plans; Limitations Under 
Section 404(a) (1) (A). — (a) Subject to the applicable general condi- 
tions and limitations (see § 1.404 (a)-3), the initial limitation under 
section 404(a) (1) (A) is 5 percent of the compensation otherwise paid 
or accrued during the taxable year to all employees under the pension 
or annuity plan. This initial 5-percent limitation applies to the first 
taxable year for which a deduction is allowed for contributions to^ or 
under such a plan and also applies to any subsequent year for which 
the 5-percent figure is not reduced as provided in this section. For 
years to which the initial 5-percent limitation applies, no adjustment 
on account of prior experience is required. If the contributions do 
not exceed the initial 5-percent limitation in the first taxable year 
to which this limitation applies, the taxpayer need not submit actu- 
arial data for such year. 

(b) For the first taxable year following the first year to which the 
initial 5-percent limitation applies, and for every fifth year thereafter, 
or more frequently where preferable to the taxpayer, the taxpayer 
shall submit with his return an actuarial certification of the amount 
reasonably necessary to provide the remaining unfunded cost of past 
and current service credits of all employees under the plan with a 
statement explaining all the methods, factors, and assumptions used 
in determining such amount. This amount may be determined as the 
sum of (1) the unfunded past service cost as of the beginning of the 
year, and (2) the normal cost for the year. Such costs shall be deter- 
mined by methods, factors, and assumptions appropriate as a basis of 
limitations under section 404(a) (1) (C). Whenever requested by the 
district director, a similar certification and statement shall be sub- 
mitted for the year or years specified in such request. The district 
director will^ make periodical examinations of such data at not less 
than 5-year intervals. Based^ upon such examinations the Commis- 
sioner will reduce the limitation under section 404(a) (1) (A) below 
the 5-percent limitation for the years with respect to which he finds 
that the 5-percent limitation exceeds the amount reasonably necessary 
to provide the remaining unfunded cost of past and current service 
credits of all employees under the plan. Where the limitation is so 
reduced, the reduced limitation shall apply until the Co mm issioner 
finds that a subsequent actuarial valuation shows a change to be neces- 
sary. Such subsequent valuation may be made by the taxpayer at any 
time and submitted to the district director with a request for a change 
in the limitation. 

(c) For the purpose of limitations under section 404(a) (1) (A), 
“compensation otherwise paid or accrued” means all of the compensa- 
tion paid or accrued except that for which a deduction is allowable 
under a plan that qualifies under section 401(a) , including a plan that 
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qualifies under section 404(a)(2). Where two or more pension or 
annuity plans cover the same employee, under section 404(a) (1) (A) 
the deductions with respect to each such plan are subject to the limi- 
tations applicable to the particular plan and the total deductions for 
all such plans are also subject to the limitations which would be ap- 
plicable thereto if they constituted a single plan. Where, because 
of the particular provisions applicable to a large class of employees 
under a plan, the costs with respect to such employees are nominal in 
comparison with their compensation, after the first year to which the 
initial 5-percent limitation applies, deductions under section 404(a) 

(1) (A) are subject to limitations determined by considering the plan 
applicable to such class as if it were a separate plan. Deductions 
are allowable to the extent of the applicable limitations under sec- 
tion 404(a) (1) (A) even where these are greater than the applicable 
limitations under section 404(a) (1) (B) or section 404(a) (1) (C). 

§ 1.404 ( a) -5 Pension and Annuity Plans; Limitations Under 
Section 404(a) (1) (B).— (a) Subject to the applicable general con- 
ditions and limitations (see § 1.404 (a) -3), under section 404(a)(1) 
(B), deductions may be allowed to the extent of limitations based 
on costs determined by distributing the remaining unfunded cost ox 
the past and current service credits with respect to all employees cov- 
ered under the trust or plan as a level amount or level percentage ox 
compensation over the remaining service of each such employee except 
that, as to any three individuals with respect to whom more than 50 
percent of such remaining unfunded cost is attributable, the remain- 
ing unfunded cost attributable to such individuals shall be distributed 
evenly over a period of at least five taxable years. 

(b) The statutory limitation for any taxable year under section 

404(a) (1) (B) is any excess of the amount of the costs described m 
paragraph (a) of this section for the year over the amount allowable 
as a deduction under section 404(a) (1) (A). . . 

(c) For this purpose, such excess, adjusted for prior experience, 

may be computed for each year as follows, all determinations being 
made as of the beginning of the year: . . 

(1) Determine the value of all benefits expected to be paid atter 
the beginning of the year for all employees, any former employees, 
and any other beneficiaries, then covered under the plan. 

(2) If employees contribute under the plan, determine the value 

of all contributions expected to be made after the beginning of the 
year bv employees then covered under the plan. . 

(3) Determine the value of all funds of the plan as of the begin - 

* (4) Determine the amount remaining to be distributed as a level 
amount or as a level percentage of compensation over the remaining 
future service of each employee by subtracting from subpain^apn 
(1) of this paragraph the sum of subparagraphs (2) and (3) ottins 

^ ( 5 Determine the value of all compensation expected to be paid 
after the beginning of the year to all employees then covered under 

(6) Determine an accrual rate for each employee by dividing 
subparagraph (5) of this paragraph into subparagraph (4) o± 

this paragraph. §L404(a)-S(c) 
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(7) Compute the excess under section 404(a) (1) (B) for the year 
by multiplying the compensation paid to all employees covered 
under the plan during the year by any excess of subparagraph ( 6) 
of this paragraph over 5 percent. In general, where this method is 
used, the limitation under section 404(a) (1) (B) will be equal to the 
excess so computed without further adjustment on account of prior 
favorable experience, provided all the factorsand assumptions used 
are reasonable in view of all applicable considerations (see § 1.404 

(a) -3) and provided subparagraph (5) of this paragraph is not 
less than five times the annual rate of compensation in effect at the 
beginning of the year. 

(d) Instead of determining the excess deductible under section 
404(a)(1)(B) by the method shown in paragraph (c), such excess 
may be based upon costs determined by some other method which 
is reasonable and appropriate under the circumstances. Thus, such 
excess may be based on the amounts necessary with respect to each 
individual covered employee to provide the remaining unfunded cost 
of all his benefits under the plan distributed as a level amount over 
the period remaining until the normal commencement of his retire- 
ment benefits, in accordance with other generally accepted actuarial 
methods which are reasonable and appropriate in view of the provi- 
sions of the plan, the funding medium, and other applicable 
considerations. 

§ 1.404 (a) -6 Pension and Annuity Plans; Limitations Under 
Section 404(a)(1)(C). — (a) Subject to the applicable general con- 
ditions and limitations (see § 1.404 (a)~3), in lieu of amounts deduct- 
ible under the limitations of section 404(a) (1) (A} and section 
404(a) (1) (B), deductions may be allowed under section 404(a) (1) 

(0) to the extent of limitations based on normal and past service or 
supplementary costs of providing benefits under the plan. . “Normal 
cost” for any year is the amount actuarially determined which would 
be^ required as a contribution by the employer in such year to main- 
tain the plan if the plan had been in effect from the beginning of 
service of each then included employee and if such costs for prior 
years had been paid and all assumptions as to interest, mortality, time 
of payment,^ etc., had been fulfilled. Past service or supplementary 
cost at any time is the amount actuarially determined which would be 
required at such time to meet all the future benefits provided under 
the plan which would not be met by future normal costs and employee 
contributions with respect to the employees covered under the plan 
at such time. 

(b) ^ The limitation under section 404(a)(1)(C) for any taxable 
year is the sum of normal cost for the year plus an amount not in 
excess of one-tenth of the past service or supplementary cost as of the 
date the past service or supplementary credits are provided under the 
plan. For this purpose the normal costs may be determined by any 
generally accepted actuarial method and may be expressed either as 

(1) the aggregate of level amounts with respect to each employee cov- 
ered under the plan, (2) a level percentage of payroll with respect to' 
each employee covered under the plan, or (3) the aggregate of the 
single premium or unit costs for the unit credits accruing during the 
year with respect to each employee covered under the plan, provided, 
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in any case, that the method is reasonable in view of the provisions 
and coverage of the plan, the funding medium, and other applicable 
considerations. The limitation may include one-tenth of the past 
service or supplementary cost as of the date the provisions resulting 
in such cost were put into effect, but it is subject to adjustments for 
prior favorable experience. See § 1.404 ( a) -3. In any case, past serv- 
ice or supplementary costs shall not be included in the limitation for 
any year in which the amount required to fund fully or to purchase 
such past service or supplementary credits has been deducted, since 
no deduction is allowable for any amount (other than the normal 
cost) which is paid in after such credits are fully funded or purchased. 

§1.404 (a) -7 Pension and Annuity Plans; Contributions in 
Excess of Limitations Under Section 404(a) (1) ; Application of 
Section 404(a) (1) (D). — Where contributions paid by an employer 
in a taxable year to or under a pension or annuity plan exceed the 
limitations applicable under section 404(a) (1) but otherwise satisfy 
the conditions for deduction under section 404(a) (1) or (2), then in 
accordance with section 404(a)(1)(D), the excess contributions are 
carried over and are deductible in succeeding taxable years in order 
of time to the extent of the difference between the amount paid and 
deductible in each succeeding year and the limitation applicable to 
such year under section 404(a) (1) (A), (B), or (C). The provisions 
of section 404(a) (1) (D) are to be applied before giving effect to the 
provisions of section 404(a) (7) for any year. The carryover provi- 
sions of section 404(a) (1) (D), before effect has been given to section 
404(a) (7), may be illustrated by the following example for a plan 
put into effect m a taxable year ending December 31, 1954 : 


Taxable Year Ending Dec. 31, 1954 : 

Amount of contributions paid in year $100, 000 

Limitation applicable to year 00, 000 

Amount deductible for year 000 

Excess carried over to succeeding years $40, 000 

Taxable Year Ending Dec. 31, 1955 : 

Amount of contributions paid in year $25, 000 

Carried over from previous years 40, 000 

Total deductible subject to limitation $05, 000 

Limitation applicable to year 50,000 

Amount deductible for year 50, OOP 

Excess carried over to succeeding years — $15, 000 

Taxable Year Ending Dec. 31, 1950 : 

Amount of contributions paid in year $10,000 

Carried over from previous years 15, 000 

Total deductible subject to limitation $25, 000 

Limitation applicable to year 45,000 

Amount deductible for year 25, 000 

Excess carried over to succeeding years None 


§ 1.404 (a) -8 Con tributt o n s of an Employer Under an Em- 
ployees 5 Annuit y Plan Which Meets the Requirements of Sec- 
tion 401(a) ; Application of Section 404(a) (2). — (a) If contribu- 
tions are paid by an employer under an annuity plan for employees 
and the general conditions and limitations applicable to deductions 
for such contributions are satisfied (see § 1.404 (a)-l), the contribu- 
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lions are deductible under section 404(a) (2) if the further conditions 
provided therein are satisfied. For the meaning of “annuity plan” 
as used here, see §1.404 (a) -3. In order that contributions by the 
employer may be deducted under section 404(a) (2) 5 all of the follow- 
ing conditions must be satisfied : 

(1) The contributions must be paid toward the purchase of retire- 
ment annuities (or for disability, severance, insurance, or survivorship 
benefits incidental and directly related to such annuities) under an 
annuity plan for the exclusive benefit of the employer’s employees or 
their beneficiaries. See § 1.401-1 ( a) 

(2) The contributions must be paid in a taxable year of the em- 
ployer which ends with or within a year of the plan for which it meets 
the applicable requirements with respect to discrimination set out 
in section 401(a) (3), (4), (5), and (6). In order that contributions 
carried over may be deducted in a succeeding taxable year of the em- 
ployer in accordance with section 404(a) (1) (D), the succeeding year 
also must end with or within a taxable year of the plan for which it 
meets such requirements. See §§ 1.401-3 and 1.401-4. . These require- 
ments are considered to be satisfied for the period beginning with the 
date on which an annuity plan was put into effect and ending with 
the fifteenth day of the third month following the close of the taxable 
year of the employer in which the plan was put into effect, if all pro- 
visions of the plan which are necessary to satisfy such requirements 
are in effect by the end of such period and have been made effective for 
all purposes with respect to the whole of such period. See section 
401(b) and § 1.401-5. It should be noted that the period in which a 
plan may be amended to qualify under section 401(b) ends before the 
date taxpayers, other than corporations, are required to file income 
tax returns. 

(3) There must be a definite written arrangement between the 
employer and the insurer that refunds of premiums, if any, shall be 
applied within the taxable year of the employer in which received or 
within the next succeeding taxable year toward the purchase of retire- 
ment annuities (or for disability, severance, insurance, or survivorship 
benefits incidental and directly related to such annuities) under the 
plan. For the purpose of this condition, “refunds of premiums” 
means payments by the insurer on account of credits such as dividends, 
experience rating credits, or surrender or cancellation credits. The 
arrangement may be in the form of contract provisions or written 
directions of the employer or partly in one form and partly in another. 
This condition will be considered satisfied where — 

(i) All credits are applied regularly, as they are determined, 
toward the premiums next due under the contracts before any fur- 
ther employer contributions are so applied, and 

(ii) tinder the arrangement, 

(a) JsTo refund of premiums may be made during continuance 
of the plan unless applied as aforesaid, and 

(h) If refunds of premiums may be made after discontinu- 
ance of the plan on account of surrenders or cancellations before 
all retirement annuities provided under the plan with respect to 
service before its discontinuance have been purchased, such 
refunds will be applied in the taxable year of the employer in 
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which received, or in the next succeeding taxable year, to pur- 
chase retirement annuities for employees by a procedure which 
does not contravene the conditions of section 401(a) (4). 

(b) Where the above conditions are satisfied, the amounts of de- 
ductions under section 404(a)(2) are governed by the limitations 
provided in section 404(a)(1). See §§ 1.404(a) -3 to 1.404(a)-7, 
inclusive. 

§ 1.404 (a) -9 Contributions on ax' Employer to ax Employees’ 
Profit-Sharing or Stock Bonus Trust That Meets the Require- 
ments of Section 401(a) ; Application of Section 404(a) (3) (A). — 
(a) If contributions are paid by an employer to a profit-sharing or 
stock bonus trust for employees and the general conditions and limita- 
tions applicable to deductions for such contributions are satisfied (see 
§ 1.404(a)-l), the contributions are deductible under section 
404(a)(8)(A) if the further conditions provided therein are also 
satisfied. . In order to be deductible under section 404(a) (3) (A) the 
contributions must be paid in a taxable year of the employer which 
ends with or within a taxable year of the trust for which it is exempt 
under section 501(a) and the trust must not be designed to provide 
retirement benefits for which the contributions can be determined 
actuarially. In order that contributions carried over may be deducted 
in a, succeeding taxable year of the employer in accordance with the 
third sentence of section 404(a) (3) (A), the succeeding year also must 
end with or within a taxable year of the trust for which it is exempt 
under section 501 (a). This section is also applicable to contributions 
to a foreign situs profit-sharing or stock bonus trust which could 
qualify for exemption under section 501 (a) except that it is not created 
or organized and maintained in the United States. 

(b) The amount of deductions under section 404(a)(3)(A) for 
any taxable year is subject to limitations based on the compensation 
otherwise paid or accrued during such taxable year to the employees 
who, in such year, are beneficiaries of the trust funds accumulated 
under the plan. For this purpose “compensation otherwise paid or 
accrued” means all of the compensation paid or accrued except that 
for which a deduction is allowable under a plan that qualifies under 
section 401 (a) , including a plan that qualifies under section 404(a) (2) . 
The limitations under section 404(a) (3) (A) apply to the total amount 
deductible for contributions to the trust regardless of the manner in 
which the funds of the trust are invested, applied, or distributed, and 
no other deduction is allowable on account of any benefits provided 
by contributions to the trust or by the funds thereof. Where contri- 
butions are paid to two or more profit-sharing or stock bonus trusts 
satisfying the conditions for deduction under section 404(a) (3) (A), 
such trusts are considered as a single trust in applying these 
limitations. 

(c) The primary limitation on deductions for a taxable year is 
15 percent of the compensation otherwise paid or accrued during 
such taxable year to the employees who, in such year, are beneficiaries 
of the trust funds accumulated under the plan. So long as the con- 
tributions do not in any year exceed the primary limitation, this is 
the only limitation under section 404(a) (3) (A) which has any effect. 
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(cl) In order that the deductions may average 15 percent of com- 
pensation otherwise paid or accrued over a period of years, where 
contributions in some taxable year are less than the primary limita- 
tion but contributions in some succeeding taxable year exceed the 
primary limitation, deductions in each succeeding year are subject 
to a secondary limitation instead of to the primary limitation. The 
secondary limitation for any year is equal to the lesser of (1) twice 
the primary limitation for the year, or (2) any excess of (i) the 
aggregate of the primary limitations for the year and for all prior 
years over (ii) the aggregate of the deductions allowed or allowable 
under the limitations provided in section 404(a) (3) (A) for all prior 
years. 

(e) In any case where the contributions in a taxable year exceed 
the amount allowable as a deduction for the year under section 
404(a)(3)(A), the excess is deductible in succeeding taxable years, 
in order of time, in which the contributions are less than the primary 
limitations. However, the total deduction for any such succeeding 
year cannot exceed the lesser of (1) the primary limitation for such 
year, or (2) the sum of the contributions in such year and the excess 
contributions not deducted under the limitations of section 
404(a) (3) (A) for prior years. 

(f) In case deductions are allowable under section 404(a)(1) or 
(2), as well as under section 404(a)(3)(A), the limitations under 
section 404(a) (1) and (3) (A) are determined and applied without 
giving effect to the provisions of section 404(a) (7), but the amounts 
allowable as deductions are subject to the further limitations provided 
in section 404 (a)(7). See § 1.404 ( a ) -13. 

(g) The provisions of section 404(a) (3) (A) before giving effect to 
section 404 (a)(7), may be illustrated as follows : 

Illustration of provisions of section 40 4- (a) (5) (A) for a plan put into effect in the 
taxable ( calendar ) year 195 0 before giving effect to section 404(a)(7) (all figures 
represent thousands of dollars ) 


Taxable (calendar) years 



1954 

1955 

1956 

1957 

1958 

1959 

1960 

1. Amount of contributions: 

(i) In taxable year 

(ii) Carried over from prior taxable years 

2. Primary limitation applicable to year: 

15 percent of covered compensation in year 1 

3. Secondary limitation applicable to year: 

(!) Twice primary limitation 

$65 

0 

57 

$10 

8 

54 

: 

$15 

0 

51 

$100 

0 

48 

96 

$70 

4 

45 

90 

$40 

5 

42 

84 

$30 

3 

39 

(ii) (a) Aggregate primary limitations (see item 2)_. 

(b) Aggregate prior deductions (see item 4 (iii))_, 

(c) Excess of (a) over (b) 









$210 

90 

$255 

186 

$297 

255 





$120 

96 

$69 

69 

1 $42 
42 


fiii) Lesser of (i) or (ii) 





4. Amount deductible for year on account of: 

(!) Contributions in year 

(II) Contributions 'Carried over 

(iii) Total 

$57 

0 

$10 

8 

$15 

0 

$96 

0 

$69 

0 

$40 

2 

$30 

3 

$57 

8 

$18 

0 

$15 

0 

$96 

$69- 

$42 

<fcOO 

$L Excess contributions carried over to succeeding years 

4 

5 

3 

tpOO 

0 


* * tooihepvise paid oracemed during the year to the employees who are beneficiaries of trust 

accumulated under the plan m the year. 
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§ 1.404 (a)-10 Profit-Sharing Plan of an Affiliated Gkoup; 
Application of Section 404(a) (3) (B). — (a) Section 404(a) (3) (B) 
allows a corporation a deduction to the extent provided in paragraphs 
(b) and (c) of this section for a contribution which it makes for 
another corporation to a profit-sharing plan or a stock bonus plan 
under which contributions are determined by reference to profits, 
provided the following tests are met : 

(1) The corporation for which the contribution is made and 
the contributing corporation are members of an affiliated group 
of corporations as defined in section 1504, relating to the filing 
of consolidated returns, and both such corporations participate 
in the plan. However, it is immaterial whether all the members 
of such group participate in the plan. 

(2) The corporation for which the contribution is made is 
required under the plan to make the contribution, but such cor- 
poration is prevented from making such contribution because it 
has neither current nor accumulated earnings or profits, or because 
its current and accumulated earnings or profits are insufficient 
to make the required contribution. To the extent that such a 
corporation has any current or accumulated earnings or profits, 
it is not considered to be prevented from making its required 
contribution to the plan. 

(3) The contribution is made out of the current or accumulated 
earnings or profits of the contributing corporation. 

(b) The amount that is deductible under section 404(a) (3) (B) is 
determined by applying the rules of section 404(a)(3)(A) and 
§ 1.404(a) -9 as if the contribution were made by the corporation for 
which it is made. For example, the primary limitation described in 
paragraph (c) of § 1.404(a)-9 is determined by reference to the com- 
pensation otherwise paid or accrued to the employees of the corpora- 
tion for which the contribution is made, and the secondary limitation 
described in paragraph (d) of § 1.404 (a)-9 and the contribution carry- 
over described in paragraph (e) of § 1.404 (a)-9 are determined by 
reference to the prior contributions and deductions of such corpora- 
tion. The contributing corporation may deduct the amount so deter- 
mined subject to the limitations contained in paragraph (c) of this 
section.. The contributing corporation shall not treat such amount as 
a contribution made by it in applying the rules of section 404(a) (3) 
(A) and § 1.404 (a) -9 either for the taxable year for which the con- 
tribution is made or for succeeding taxable years. The corporation 
for which the contribution is made shall treat the contribution as hav- 
ing been made by it in applying the rules of section 404(a) (3) (A) 
and § 1.404 (a) -9 for succeeding taxable years. 

(c) The allowance of the deduction under section 404(a) (3) (B) 
does not depend upon whether the affiliated group does or does not file 
a consolidated return. If a consolidated return is filed, it is imma- 
terial which of the participating corporations makes the contribution 
and takes the deduction or how the contribution or the deduction is 
allocated among them. However, if a consolidated return is not filed, 
the contribution which is deductible under section 404(a)(3)(B) 
by each contributing corporation shall be limited to that portion of 


416926°— 57 17 
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its total current and accumulated earnings or profits (adjusted for 
its contribution deductible without regard to section 404(a) (3) (B) ) 
which the prevented contribution bears to the total current and ac- 
cumulated earnings or profits of all the participating members of the 
group having such earnings or profits (adjusted for all contributions 
deductible without regard to section 404(a) (3) (B) ). For the pur- 
pose of tliis section, current earnings or profits shall be computed as 
of the close of the taxable year without diminution by reason of any 
dividends during the taxable year, and accumulated earnings or 
profits shall be computed as of the beginning of the taxable year. 

(d) The application of section 404(a) (3) (B) may be illustrated 
by the following example in which the affiliated group does not file 
a consolidated return : 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 

(10) 

(ID 

A 

($10, 000) 

($140,000) 

($150,000) 

$200,000 

1/5 

$6,000 

0 








B 

(5, 000) 

105,000 

100,000 

300,000 

3/10 

9,000 

$9,000 

$91,000 

6/326 

X 

91,000 

$1, 674. 85 

C 

75,000 

175,000 

250, 000 

500,000 

1/2 

15,000 

15, 000 

235,000 

6/326 

X 

235, 000 

4, 325. 15 

Totals ; 

$ 60,000 ; 

$140,000 

$200,000 

$1,000,000 


i$30,000 

$24, 000 

$326, 000 


i $6, 000. 00 


Column: (1) Member. 

(2) Earnings and profits of the taxable year. 

(3) Accumulated earnings and profits at beginning of taxable year. 

(4) Total current, and accumulated earnings and profits (column 2 plus column 3). 

(5) Compensation of participating employees. 

(6) Contribution formula: 50% of consolidated earnings and profits, allocated among participat- 

ing members in proportion of covered payroll of each to covered payroll of consolidated 
group. 

(7) Individual contribution had it not been prevented. 

(9) Individual contribution made by each employer for its own employees. 

(9) Balance of accumulated earnings and profits (column 4 minus column 8). 

( 10 ) Proportion of make-up contribution. 

(11) Make-up contribution. 

§ 1.404 (a)-ll Trusts Created or Organized Outside the United 
States; Application of Section 404(a) (4). — In order that a trust 
may constitute a qualified trust under section 401(a) and be exempt 
under section 501(a), it must be created or organized in the United 
States and maintained at all times as a domestic trust. See para- 
graph (a) of § 1.401-1. Paragraph (4) of section 404(a) provides, 
however, that an employer which is a resident, a corporation, or other 
entity of the United States, making contributions to a foreign stock 
bonus, pension, or profit-sharing trust, shall be allowed deductions 
for such contributions, under the applicable conditions and within the 
prescribed limits of section 404(a) , if such foreign trust would qualify 
for exemption under section 501(a) except for the fact that it is a 
trust created, organized, or maintained outside the United States. 
Moreover, if a nonresident alien individual, foreign corporation, or 
other entity is enpged in trade or business within the United States 
and makes contributions to a foreign stock bonus, pension, or profit- 
sharing trust, which would qualify under section 401(a) and be 
exempt under section 501(a) except that it is created, organized, or 
maintained outside the United States, such contributions are de- 
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ductible subject to the conditions and limitations of section 404(a) 
and to the extent allowed by section 873 or 882(c). 

§ 1.404 (a )-12 Coxtribytions of ax Employer Uxder a Plax 
That Does Not Meet the Reqyiremexts of Sectiox 401(a) ; Appli- 
cation of Sectiox 404(a) (5).— Section 404(a) (5) covers all cases for 
which deductions are allowable under section 404(a) but not al- 
lowable under paragraph (1), (2), (3), (4), or (7) of such section. 
JSo deduction is allowable under section 404(a) (5) for any contribu- 
tion paid or accrued by an employer under a stock bonus, pension, 
profit-sharing, or annuity plan, or for any compensation paid or 
accrued on account of any employee under a plan deferring the re- 
ceipt of such compensation, except in the year when paid, and then 
only to the extent allowable under section 404(a). See § 1.404(a)-!. 
If payments are made under such a plan and the amounts are not de- 
ductible under the other paragraphs of section 404(a), they are de- 
ductible under paragraph (5) of such subsection to the extent that the 
rights of individual employees to, or derived from, such employer’s 
contribution or such compensation are nonforfeitable at the time the 
contribution or compensation is paid. If unfunded pensions are 
paid directly to former employees, their rights to such payments are 
nonforfeitable, and accordingly, such amounts are deductible under 
section 404(a) (5) when paid. . Similarly, if amounts are paid as a 
death benefit to the beneficiaries of an employee (for example, by 
continuing his salary for a reasonable period), and if such amounts 
meet the requirements of section 162 or 212, such amounts are de- 
ductible under section 404(a) (5) in any case when they are not de- 
ductible under the other paragraphs of section 404(a). As to what 
constitutes nonforfeitable rights of an employee in other cases, see 
§ 1.402 (b) -1. If an amount is accrued but not paid during the taxable 
year, no deduction is allowable for such amount for such year. If 
an amount is paid during the taxable year to a trust or under a plan 
and the employee’s rights to such amounts are forfeitable at the time 
the amount is paid, no deduction is allowable for such amount for any 
taxable year. 

§1.404 (a) -13 Contributions of an Employer Where Deduc- 
tions Are Allowable Under Section 404(a)(1) or (2) and Also 
Under Section 404(a)(3); Application of Section 404(a)(7).— 
(a) Where deductions are allowable under section 404(a) (1) or (2) 
on account of contributions under a pension or annuity plan and 
deductions are also allowable under section 404(a) (3) for the same 
taxable year, on account of contributions to a profit-sharing or stock 
bonus trust, the total deductions under these sections are subject to 
the provisions of section 404(a)(7) unless no employee who is a 
beneficiary under the trusts or plans for which deductions are allow- 
able under section 404(a) (1) or (2) is also a beneficiary under the 
trusts for which deductions are allowable under section 404(a) (3). 
The provisions of section 404(a) (7) apply only to deductions for over- 
lapping trusts or plans, i. e., for all trusts or plans for which deduc- 
tions are allowable under section 404(a)(1), (2), or (3) except (1) 
any trust or plan for which deductions are allowable under section 
404(a) (1) or (2) and which does not cover any employee who is also 
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covered under a trust for which deductions are allowable under sec- 
tion 404(a) (3), and (2) any trust for which deductions are allowable 
under section 404(a) (3) and which does not cover any employee who 
is also covered under a trust or plan for which deductions are allow- 
able under section 404(a) (1) or (2). The limitations under section 
404(a) (7) for any taxable year are based on the compensation other- 
wise paid or accrued during the year to all the employees who are 
beneficiaries under the overlapping trusts or plans in the year. For 
this purpose “compensation, otherwise paid or accrued 55 means aH of 
the compensation paid or accrued except that for which a deduction 
is allowable under a plan that qualifies under section 401(a), includ- 
ing a plan that qualifies under section 404(a)(2). The employees 
who are beneficiaries under overlapping trusts or plans in a year in- 
clude all the employees who, in the year, are beneficiaries of the funds 
accumulated under one or more of the overlapping trusts or plans. 

(b) Under section 404(a) (7), any excess of the total amount other- 
wise deductible for the taxable year under section 404(a) (1), (2), or 
(3) as contributions to overlapping trusts or plans over 25 percent 
of the compensation otherwise paid or accrued during the year to all 
the employees who are beneficiaries under such trusts or plans, is not 
deductible for such year but is deductible for succeeding taxable years, 
in order of time, so that the total deduction for contributions to such 
trusts or plans for a succeeding taxable year is equal to the lesser of — 

(1) 30 percent of the compensation otherwise paid or accrued 
during the taxable year to all the employees who are beneficiaries 
under such trusts or plans in the year, or 

(2) The sum of (i) the smaller of (a) 25 percent of the com- 
pensation otherwise paid or accrued during the taxable year to all 
the employees who are beneficiaries under such trusts or plans 
in the year, or (b) the total of the amounts otherwise deductible 
under section 404(a) (1), (2), or (3) for the year for such trusts 
or plans and (ii) any carryover to the year from prior years 
under section 404(a) (7), i. e., any excess otherwise deductible under 
section 404(a) (1), (2), or (3), but not deducted for a prior taxable 
year because of the limitations under section 404(a) (7). 

(c) The limitations under section 404(a)(7) are determined and 
applied after all the limitations, deductions otherwise allowable, and 
carryovers under section 404(a)(1), (2), and (3) have been deter- 
mined and applied, and, in particular, after effect has been given to 
the carryover provision in section 404(a) (1) (D) and in the second 
and third sentences of section 404(a) (3) (A). Where the limitations 
under section 404(a) (7) reduce the total amount deductible, the ex- 
cess deductible in succeeding years is treated as a carryover which 
is distinct from, and additional to, any excess contributions carried 
over and deductible in succeeding years under the provisions in section 
404(a) (1) (D) or in the third sentence of section 404(a) (3) (A) . The 
application of the provisions of section 404(a) (7) and the treatment 
of carryovers for a case where the taxable years are calendar years and 
the overlapping trusts or plans consist of a pension trust and a profit- 
sharing trust put into effect in 1954 and covering the same employees 
may be illustrated as follows : 
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Illustration of application of provisions of section 404(d)(7) and of treatment of 
carryovers for overlapping pension and profit-sharing trusts put into effect in 1954 
and covering the same employees (all figures represent thousands of dollars ) 


Taxable (calendar) years 



1954 

1955 

1956 | 1957 

Before Giving Effect to Section 404(a)(7) 

Pension trust contributions and limitations, deductions, and carryovers under 
section 404(a)(1): 

1. Contributions caid in year 

$215 

0 

$85 

5 

$!14fl 1 Mn 

2. Contributions carried over from prior vears 

3. Total deductible for year subject to limitation 

0 

'20 

$215 

210 

210 

$90 

175 

90 

$140 

120 

120 

$80 

85 

80 

4. Limitation applicable to year. 

5. Amount deductible for year 

6. Contributions carried over to succeeding vears 

Profit-sharing trust contributions and limitations, deductions, and carryovers 
under section 404(a) (3): 

7. Contributions caid in year 

$5 

0 

$20 

0 

$260 

0 

$125 

35 

$105 

10 

$65 

0 

8. Contributions carried over from prior vears ___ 

9. Total deductible for years subject to limitation 

10. Limitation applicable to year 

$200 

165 

165 

$160 
; 150 
150 

$115 

135 

115 

$65 
i 110 
65 

11. Amount deductible for year 

12. Contributions carried over to succeeding vears 

Application of Section 404(a)(7) 

Totals for pension and profit-sharing trust: 

13. Amount deductible for year under section 404(a)(7): 

(1) 30 percent of compensation covered in vear 2 

(2) (i) (a) 25 percent of compensation covered in year 2 

(b) Total amount otherwise deductible for year: item 5 plus 
item 11 

$35 

i $10 

0 

0 

<*> 

275 

375 

| 

$300 

2 50 

240 

$270 

225 

235 

$180 

150 

145 

(c) Smaller of (a) or (b) 

$275 

0 

$240 

100 

$225 

40 

$145 

10 

(ii) Carryover from orior vears under section 404 fa's ( 7 ) 

(iii) Sum of (i) (c) and (ii) 

$275 

$275 

$100 

$340 

$300 

$40 

$265 

$265 

$10 

$155 

$155 

0 

(3) Amount deductible: Lessor of (I: or '2; (iii» ' 

14. Carryover to succeeding years under section 404; a) ( 7 ): item 13; 2.: (ii) nlus \ 
item 13(2) (i;(b) minus item 13(3) 1 j 


1 Includes carryover of 20 from 1956. 

2 Compensation otherwise paid or accrued during the year to the employees who are beneficiaries under 
the trusts in the year. 

3 30 percent limitation not applicable to first year of plan. 

§ 1.404 (b) Statutory Provisions ; Deduction for Contributions 
of an Employer to an Employees’ Trust or Annuity Plan and 
Compensation Under a Deferred-Payment Plan; Method of Con- 
tributions, Etc., Having the Effect of a Plan. 

SEC. 404. DEDUCTIONS FOE CONTRIBUTIONS OF AN EMPLOYER TO 
AN EMPLOYEES* TRUST OR ANNUITY PLAN AND COM- 
PENSATION UNDER A DEFERRED-PAYMENT PLAN. * * * 

(b) Method of Contributions, Etc., Having the Effect of a Plan. — 

If there is no plan but a method of employer contributions or compensation 
has the effect of a stock bonus, pension, profit-sharing, or annuity plan, or 
similar plan deferring the receipt of compensation, subsection (a) shall apply 
as if there were such a plan. 

, § 1.404(b)-l Method of Contribution, Etc., Having the Effect 
of a Plan; Effect of Section 404(b). — Section 404(a) is not con- 
fined to formal stock bonus, pension, profit-sharing, and annuity plans, 
or deferred compensation plans, but it includes any method of contribu- 
tions or compensation having the effect of a stock bonus, pension, profit- 
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sharing, or annuity plan, or similar plan deferring the receipt of 
compensation. Thus, where a corporation pays pensions to a retired 
employee or employees or to their beneficiaries in such amounts as may 
be determined from time to time by the board of directors or responsi- 
ble officers of the company, or where a corporation is under an obliga- 
tion, whether funded or unfunded, to pay a pension or other deferred 
compensation to an employee or his beneficiaries, there is a method 
haying the effect of a plan deferring the receipt of compensation for 
which deductions are governed by section 404(a). If an employer 
on the accrual basis defers paying any compensation to an employee 
until a later year or years under an arrangement having the effect of 
a stock bonus, pension, profit-sharing, or annuity plan, or similar plan 
deferring the receipt of compensation, he shall not be allowed a deduc- 
tion until the year in which the compensation is paid. This provision 
is not intended to cover the case where an employer on the accrual 
basis defers payment of compensation after the year of accrual merely 
because of inability to pay such compensation in the year of accrual, 
as, for example, where the funds of the company are not sufficient to 
enable payment of the compensation without jeopardizing the solvency 
of the company, or where the liability accrues in the earlier year, but 
the amount payable camiot be exactly determined until the later year. 

§ 1.404(c) Statutory Provisions; Deduction for Contribu- 
tions of an Employer to an Employees’ Trust or Annuity Plan 
and Compensation Under a Deferred-Payment Plan; Certain 
Negotiated Plans. 

SEC. 404. DEDUCTIONS FOR CONTRIBUTIONS OF AN EMPLOYER TO 
AN EMPLOYEES’ TRUST OR ANNUITY PLAN AND COM- 
PENSATION UNDER A DEFERRED-PAYMENT PLAN. * * * 

(e) Certain Negotiated Plans.— I f contributions are paid by an em- 
ployer — 

(1) under a plan under wbicb such contributions are held in trust for 
the purpose of paying (either from principal or income or both) for the 
benefit of employees and their families and dependents at least medical 
or hospital care, and pensions on retirement or death of employees ; and 

(2) such plan was established prior to January 1, 1954, as a result of 
an agreement between employee representatives and the Government of 
the United States during a period of Government operation, under seizure 
powers, of a major part of the productive facilities of the industry in 
which such employer is engaged, 

such contributions shall not be deductible under this section nor be made 
nondeductible by this section, but the deductibility thereof shall be governed 
solely by section 162 (relating to trade or business expenses). This subsec- 
tion shall have no application with respect to amounts contributed to a trust 
on or after any date on which such trust is qualified for exemption from tax 
under section 501(a). 

§ 1.404(c)— Certain Negotiated Plans; Effect of Section 404 
(c). (a) Section 404(a) does not apply to deductions for contribu- 

turns paid by an employer under a negotiated plan which meets the 
foJ lowing conditions : 

(1) The contributions under the plan are held in trust for the 
purpose of paying, either from principal or income or both, for the 
benefit of employees and their families, at least medical or hospital 
earn, and pensions on retirement or death of employees; and 

(2) touch plan was established before January 1, 1954, as a result 
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of an agreement between employee representatives and the Govern- 
ment of the United States during a period of Government operation, 
under seizure powers, of a major part of the productive facilities of 
the industry in which such employer is engaged. 

If these conditions are met, such contributions shall be deductible 
under section 162, to the extent that they constitute ordinary and 
necessary business expenses. 

(b) The term “as a result of an agreement” is intended primarily 
to cover a trust established under the terms of an agreement referred 
to in paragraph (a) (2) . It will also include a trust established under 
a plan of an employer, or group of employers, who are in competition 
with the employers whose facilities were seized by reason of producing 
the same commodity, and who would therefore be expected to establish 
such a trust as a reasonable measure to maintain a sound position in 
the labor market producing the commodity. Thus, for example, if a 
trust was established under such an agreement in the bituminous coal 
industry, a similar trust established about the same time in the anthra- 
cite coal industry would be covered by this provision. 

(c) If any such trust becomes qualified for exemption under section 
501(a), the deductibility of contributions by an employer to such 
trust on or after the date of such qualification would no longer be 
governed by section 404(c), even though the trust may later lose its 
exemption under section 501 ( a ) . 

§ 1.404(d) Statutory Provisions; Deduction for Contribu- 
tions of an Employer to an Employees’ Trust or Annuity Plan 
and Compensation Under a Deferred-Payment Plan; Carryover 
of Unused Deductions. 

SEC. 404. DEDUCTION FOR CONTRIBUTIONS OF AN EMPLOYER TO 
AN EMPLOYEES’ TRUST OR ANNUITY PLAN AND COM- 
PENSATION UNDER A DEFERRED-PAYMENT PLAN. * * * 

(d) Carryover of Unused Deductions. — The amount of any unused de- 
ductions or contributions in excess of the deductible amounts for taxable 
years to which this part does not apply which under section 23 (p) of the 
Internal Revenue Code of 1939 would be allowable as deductions in later 
years had such section 23 (p) remained in effect, shall be allowable as deduc- 
tions in taxable years to which this part applies as if such section 23 (p) were 
continued in effect for such years. However, the deduction under the pre- 
ceding sentence shall not exceed an amount which, when added to the deduc- 
tion allowable under subsection {a) for contributions made in taxable years 
to which this part applies, is not greater than the amount which would be 
deductible under subsection (a) if the contributions which give rise to the 
deduction under the preceding sentence were made in a taxable year to which 
this part applies. 

§ 1.404 (d)-l Carryover of Unused Deductions ; Effect of Sec- 
tion 404(d). — Contributions for taxable years wliicb began before 
January 1, 1954, (or ended before August 17, 1954, regardless of when 
they began) in excess of the deductible limits of section 23 (p) of the 
Internal Revenue Code of 1939 which would have been available as 
carryovers and deductible in succeeding taxable years, in order of 
time, had such section 23 (p) remained in effect, are allowable as deduc- 
tions for taxable years beginning after December 31, 1953, and ending 
after August 16, 1954, to the same extent that such deductions would 
have been allowable had such section 23 (p) remained in effect. This 
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provision, however, does not increase a deduction for a taxable year 
beyond the applicable limits of such section 404(a) had the carryover 
constituted part of the contribution for such year. Thus, for example, 
if a pension plan had been put into effect as of January 1, 1953, when 
the past service liability was $1,000,000, and the employer contributed 
$500,000 in 1953, only $100,000 would be deductible in 1953 under 
section 23(p) (l)(A)(iii) of the 1939 Code, and $400,000 was avail- 
able as a carryover to 1954 under section 23 (p) (1) (A) (iv). If the 
employer made a contribution of the remaining $500,000 in 1954, it 
would not result in allowable deductions of $200,000 for past service 
funding in that year (i. e., $100,000 under section 404(a) and another 
$100,000 under section 404(d)). The total allowable deduction for 
such funding would be only $100,000 for 1954 (10 percent of the initial 
past service liability of $1,000,000), and the carryover to 1955 would 
be $800,000. Also, unused deduction carryovers which arose under the 
second sentence of section 23 ( p ) ( 1 ) ( C ) of the 1939 Code are continued 
for years beginning after December 31, 1953, as though arising under 
the second sentence of section 404(a) (3) (A). 

Banking Institutions 

RULES OF GENERAL APPLICATION TO BANKING INSTITUTIONS 

§1.581 Statutory Provisions; Definition of Bank. 

SEC. 581. DEFINITION OF BANK. 

For purposes of sections 582 and 5S4, the term “bank” means a bank or 
trust company incorporated and doing business under the laws of the 
United States (including laws relating to the District of Colombia), of any 
State, or of any Territory, a substantial part of the business of which con- 
sists of receiving deposits and making loans and discounts, or of exercising 
fiduciary powers similar to those permitted to national banks under section 
ll(k) of the Federal Reserve Act (38 Stat. 262; 12 U. S. C. 248(k) ), and 
which is subject by law to supervision and examination by State, Terri- 
torial, or Federal authority having supervision over banking institutions. 
Such term also means a domestic building and loan association. 

§1.581-1 Tax on Banks. — A bank, as defined in section 581, is 
subject to the tax on corporations imposed by section 11. 

§ 1.581-2 Mutual Savings Banks, Building and Loan Associa- 
tions, and Cooperative Banks. — (a) Mutual savings banks, build- 
ing and loan associations, and cooperative banks not having capital 
stock represented by shares are subject to tax as in the case of other 
corporations. For special rules governing the taxation of a mutual 
savings bank conducting a life insurance business, see section 594 and 
§1.594-1. ^ 

(b) While the general principles for determining the taxable in- 
come of a corporation are applicable to a mutual savings bank, a 
building and loan association, and a cooperative bank not having 
capital stock represented by shares, there are certain exceptions and 
special rules governing the computation in the case of such institu- 
tions. See section 593 and § 1.593-1 for special rules concerning addi- 
tions to reserves for bad debts. See section 591 and § 1.591-1, relating 
to dividends paid by banking corporations, for special rules concem- 
ing deductions for amounts paid to, or credited to the accounts of, 
depositors or holders of withdrawable accounts as dividends. See 
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also section 592 and § 1.592-1, relating to deductions for repayment of 
certain loans. 

(e) For the purpose of computing the net operating loss deduction 
provided in section 172, any taxable year for which a mutual savings 
bank, building and loan association, or a cooperative bank not having 
capital stock represented by shares was exempt from tax shall be dis- 
regarded. Thus, no net operating loss carryover shall be allowed 
from a taxable year beginning before January 1, 1952, and, in the case 
of any taxable year beginning after December 31, 1951, the amount of 
the net operating loss carryback or carryover from such year shall not 
be reduced by reference to the income of any taxable year beginning 
before January 1,1952. 

§ 1.582 Statutory Provisions ; Bad Debt and Loss Deduction 
With Respect to Securities Held by Banks. 

SEC. 5S2. BAD DEBT AND LOSS DEDUCTION WITH RESPECT TO 
SECURITIES HELD BY BANKS. 

(a) Securities. — Notwithstanding sections 165(g)(1) and 166(e), sub- 
sections (a), (b), and (e) of section 166 (relating to allowance of deduction 
for bad debts ) shall apply in the case of a bank to a debt which is evidenced 
by a security as defined in section 165(g) (2) (O). 

(b) Worthless Stock in Affiliated Bank. — For purposes of section 165 
(g) (1), where the taxpayer is a bank and owns directly at least 80 percent 
of each class of stock of another bank, stock in such other bank sbaU not be 
treated as a capital asset. 

(c) Bond, Etc., Losses of Banks. — For purposes of this subtitle, in the 
ease of a bank, if the losses of the taxable year from sales or exchanges of 
bonds, debentures, notes, or certificates, or other evidences of indebtedness, 
issued by any corporation (including one issued by a government or political 
subdivision thereof), with interest coupons or in registered form, exceed the 
gains of the taxable year from such sales or exchanges, no such sale or ex- 
change shall be considered a sale or exchange of a capital asset. 

§ 1.582-1 Bad Debt and Loss Deduction With Respect to Se- 
curities Held by Banks. — (a) A bank, as defined in section 581, is 
allowed a deduction for bad debts to the extent and in the manner 
provided by subsections (a), (b), and (c) of section 166 with respect 
to a debt which has become worthless in whole or in part and which is 
evidenced by a security (a bond, debenture, note, certificate, or other 
evidence of indebtedness to pay a fixed or determinable sum of money) 
issued by any corporation (including governments and their political 
subdivisions) , with interest coupons or in registered form. 

(b) For purposes of section 165(g) (1), relating to the deduction 
for losses involving worthless securities, if the taxpayer is a bank (as 
defined in section 581) and owns directly at least 80 percent of each 
class of stock of another bank, stock in such other bank shall not be 
treated as a capital asset. 

(c) With respect to the taxation under subtitle A of a bank (as 
defined in section 581), if the losses of the taxable year from sales or 
exchanges of bonds, debentures, notes, or certificates, or other evi- 
dences of indebtedness, issued by any corporation (including one is- 
sued by a government or political subdivision thereof) , with interest 
coupons or in registered form, exceed the gains of the taxable year 
from such sales or exchanges, no such sale or exchange shall be con- 
sidered a sale or exchange of a capital asset. 
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§ 1.583 Statutory Provisions ; Deductions of Dividends Paid on 
Certain Preferred Stock. 

SEC. 563. DEDUCTIONS OF DIVIDENDS PAID ON CERTAIN PRE- 
FERRED STOCK. 

In computing the taxable income of any national banking association, or 
of any bank or trust company organized under the laws of any State, Terri- 
tory, possession of the United States, or the Canal Zone, or of any other 
banking corporation engaged in the business of industrial banking and under 
the supervision of a State banking department or of the Comptroller of the 
Gurrency, or of any incorporated domestic insurance company, there shall 
be allowed as a deduction from gross income, in addition to deductions other- 
wise provided for in this subtitle, any dividend (not including any distribu- 
tion in liquidation) paid, within the taxable year, to the United States or 
to any instrumentality thereof exempt from Federal income taxes, on the 
preferred stock of the corporation owned by the United States or such instru- 
mentality. The amount allowable as a deduction under this section shall 
reduce the deduction for dividends paid otherwise computed under section 
561. 

§1.584 Statutory Provisions; Common Trust Funds. 

SEC. 5S4. COMMON TRUST FUNDS. 

(a) Definitions. — For purposes of this subtitle, the term “common trust 
fund” means a fund maintained by a bank — 

(1) exclusively for the collective investment and reinvestment of 
moneys contributed thereto by the bank in its capacity as a trustee, execu- 
tor, administrator, or guardian ; and 

(2) in conformity with the rules and regulations, prevailing from 
time to time, of the Board of Governors of the Federal Reserve System 
pertaining to the collective investment of trust funds by national banks. 

(b) Taxation of Common Trust Funds. — A common trust fund shall not 
be subject to taxation under this chapter and for purposes of this chapter 
shall not he considered a corporation. 

( c) Income of Participants in Fund. — 

(1) Inclusions in taxable income. — Each participant in the common 
trust fund in computing its taxable income shall include, whether or not 
distributed and whether or not distributable — 

(A) as part of its gains and losses from sales or exchanges of 
capital assets held for not more than 6 months, its proportionate 
share of the gains and losses of the common trust fund from sales 
or exchanges of capital assets held for not more than 6 months ; 

(B) as part of its gains and losses from sales or exchanges of 
capital assets held for more than 6 months, its proportionate share of 
the gains and losses of the common trust fund from sales or ex- 
changes of capital assets held for more than 6 months ; 

(C) its proportionate share of the ordinary taxable income or 
the ordinary net loss of the common trust fund, computed as pro- 
vided in subsection (d). 

(2) Dividends and partially tax exempt interest. — The propor- 
tionate share of each participant in the amount of dividends to which 
section 34 or section 116 applies, and in the amount of partially tax 
exempt interest on obligations described in section 35 or section 242, 
received by the common trust fund shall be considered for purposes of 
such sections as having been received by such participant. If the com- 
mon trust fund elects under section 171 (relating to amortizable bond 
premium) to amortize the premium on such obligations, for purposes of 
the preceding sentence the proportionate share of the participant of such 
interest received by the common trust fund shall be his proportionate 
share of such interest (determined without regard to this sentence) 
reduced by so much of the deduction under section 171 as is attributable 
to such share. 

(d) Computation of Common Trust Fund Income. — The taxable income 
of a common trust fund shall be computed in the same manner and on the 
same basis as in the ease of an individual, except that — 
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(1) there shall be segregated the gams and losses from sales or ex- 
changes of capital assets ; 

(2) after excluding all items of gain and loss from sales or exchanges 
of capital assets, there shall be computed — 

(A) an ordinary taxable income which shall consist of the excess 
of the gross income over deductions ; or 

(B) an ordinary net loss which shall consist of the excess of the 
deductions over the gross Income ; 

(3) the deduction provided by section 170 (relating to charitable, etc., 
contributions and gifts) shall not be allowed ; and 

(4) the standard deduction provided in section 141 shall not he 
allowed. 

(e) Admission and Withdrawal. — No gain or loss shall be realized by 
the common trust fund by the admission or -withdrawal of a participant. The 
withdrawal of any participating interest by a participant shall he treated 
as a sale or exchange of such interest by the participant. 

(f ) Different Taxable Years of Common Trust Fund and Participant. — 

If the taxable year of the common trust fund is different from that of a 
participant, the inclusions with respect to the taxable income of the common 
trust fund, in computing the taxable income of the participant for its taxable 
year, shall be based upon the taxable income of the common trust fund for 
any taxable year of the common trust fund ending within or with the taxable 
year of the participant. 

(g) Net Operating Loss Deduction. — The benefit of the deduction for 
net operating losses provided by section 172 shall not he allowed to a com- 
mon trust fund, but shall be allowed to the participants in the common trust 
fund under regulations prescribed by the Secretary or his delegate. 

§ 1.584-1 Common Trust Funds. — (a) Method of taxation . — -A 
common trust fund maintained by a bank is not subject to taxation 
under this chapter and is not considered a corporation. Its partici- 
pants are taxed on their proportionate share of income from the 
common trust fund. Except as otherwise provided in §§ 1.584-1 to 
1.584-6, inclusive, the term “participant” refers to any trust, or estate, 
the moneys of which have been contributed to the common trust fund. 

(b) Conditions for qualification . — Under section 584, two condi- 
tions must be satisfied by a fund maintained by a bank (as defined 
in section 581) before such fund may be designated as a “common 
trust fund.” These conditions are that such fund must be maintained 
by such a bank — 

(1) Exclusively for the collective investment and reinvestment of 
moneys contributed thereto by the bank, whether acting alone or in 
conjunction with one or more co-fiduciaries, but solely in its ca- 
pacity: (i) Asa trustee of a trust created by will, deed, agreement, 
declaration of trust, or order of court, (ii) as an executor of the will 
of, or as an administrator of the estate of, a deceased person, or 
(iii) as a guardian (by whatever name known under local law) of 
the estate of an infant, of an incompetent individual, or of an absent 
individual; and 

(2) In conformity with the rules and regulations, prevailing 
from time to time, of the Board of Governors of the Federal 
Reserve System pertaining to the collective investment of trust 
funds by national banks, whether or not the bank maintaining 
such fund is a national bank or a member of the Federal Reserve 
System. 

§ 1.584-2 Income of Participants in Common Trust Fund. — (a) 
Each participant in a common trust fund is required to include in 

§ 1.584-2 (a) 



264 


computing its taxable income for its taxable year within which or 
with which the taxable year of the fund ends, whether or not dis- 
tributed and whether or not distributable — 

(1) Its proportionate share of the gains and losses from sales 
or exchanges of capital assets held for not more than six months, 
computed as provided in § 1.584-3, as part of its gains and losses 
from sales or exchanges of capital assets held for not more than 
six months ; 

(2) Its proportionate share of the gains and losses from sales 
or exchanges of capital assets held for more than six months, com- 
puted as provided in § 1.584-3, as part of its gains and losses 
from sales or exchanges of capital assets held for more than six 

months; and 

(3) Its proportionate share of the ordinary taxable income 
or the ordinary net loss of the common trust fund, computed as 
provided in § 1.584-3. 

# (b)(1) Each participant’s proportionate share in the amount of 
dividends to which section 34 or section 116 applies received by the 
common trust fund shall be deemed to have been received by such 
participant as such dividends. 

(2) Each participant’s proportionate share in the amount of par- 
tially tax exempt interest described in section 35 or section 242 re- 
ceived by the common trust fund shall be deemed to have been re- 
ceived by such participant as such interest. If the common trust fund 
elects under section 171 (relating to amortizable bond premium) to 
amortize the premium on such obligations, for purposes of the pre- 
ceding sentence the proportionate share of each participant of such 
interest received by the fund shall be his proportionate share of such 
interest (determined without regard to this sentence) reduced by so 
much of the deduction under section 171 as is attributable to such 
share. See section 171 and the regulations thereunder. 

(3) Any tax withheld at the source from income of the fund shall 
be deemed to have been withheld proportionately from the partici- 
pants to whom such income is allocated. 

(c) (1) The proportionate share of each participant in gains and 
losses from sales or exchanges of capital assets held for not more than 
six months, gains and losses from sales or exchanges of capital assets 
held for more than six months, ordinary taxable income or ordinary 
net loss, dividends received, partially exempt interest, and tax with- 
held at the source shall be determined under the method of account- 
ing adopted by the bank in accordance with the written plan under 
which the common trust fund is established and administered, pro- 
vided such method clearly reflects the income of each participant. 

(2) The items of income and deductions are, therefore, to be allo- 
cated to the periods between valuation dates within the taxable year 
established by such plan in which they were realized or sustained, and 
the ordinary taxable income or ordinary net loss, gains and losses from 
sales or exchanges of capital assets held for not more than six months, 
and gains and losses from sales or exchanges of capital assets held 
for more than six months computed for each such period. The pro- 
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portionate shares of the participants in such items are then to be 
determined. 

(3) The provisions of subparagraph (2) of this paragraph may be 
illustrated by the following example : 

Example . (i) The plan of a common trust fund provides for 

quarterly valuation dates and for the computation and the distribu- 
tion of the income upon a quarterly basis, except that there shall be 
no distribution of capital gains. The participants are as follows : 
Trusts A, B, C, and D for the first quarter; Trust A, B, C, and E 
for the second quarter; and Trusts A, B, F, and G for the third and 
fourth quarters, the participants having equal participating inter- 
ests. As computed upon the quarterly basis, the ordinary taxable 
income, the short-term capital gain, and the long-term capital loss 
for the taxable year were as follows : 



First 

quarter 

Second 

quarter 

Third 

quarter 

Fourth 

quarter 

Total 

Ordinary taxable income 

Short-term capital gain 

Long-term capital loss 

$200 

200 

100 

$300 

100 

200 

$200 

200 

100 

$400 

100 

200 

$1, 100 
600 
600 


(ii) The participants’ shares of ordinary taxable income are as 
follows: 

Participants 1 shares of ordinary taxable income 


Participant 

First 

quarter 

Second 

quarter 

Third 

quarter 

Fourth 

quarter 

Total 

A _ 

$50 

50 

$75 

$50 

$100 

100 

$275 

275 

B 

75 

50 

c __ 

50 

75 

125 

D 

50 



50 

E _ 

75 



75 

F 


50 

100 

150 

a ■ 



50 

100 

150 






Total _ _ 

$200 

$300 

$200 

$400 

$1, 100 




(iii) The participants’ shares of the short-term capital gain are 
as follows: 

Participants ’ shares of short-term capital gain 


Participant 

First 

quarter 

Second 
quarter | 

Third 

quarter 

Fourth 

quarter 

Total 

A 

oooo 

IQ lO VO VO 

c/> 

$25 ! 
25 
25 

$50 

50 

$25 

25 

$150 

150 

75 

50 

25 

75 

75 

B__: 

C 

i> __ 



E 

25 



F 


50 

50 

25 

25 

G_ 



Total 



$200 

$100 

$200 

$100 

$600 
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(iv) The participants’ shares of the long-term capital loss are 
as follows: 


Participants’ shares of long-term capital loss 


Participant 

First 

quarter 

Second 

quarter 

Third 

quarter 

Fourth 

quarter 

Total 

A - 

$25 

25 

25 

25 

$50 

50 

50 

$25 

25 

$50 

50 

$150 

150 

75 

25 

50 

75 

75 

B 

c 

T> 



E - 

50 



F - 


25 

25 

50 

50 

G 



Total 



$100 

$200 

$100 

$200 

$600 



(4) If in the above example the common trust fund also had short- 
term. capital losses and long-term capital gains, the treatment of such 
gains or losses would be similar to that accorded to the short-term 
capital gains and long-term capital losses in the above example. 

(d) The provisions of subparts A, B, C, D, and E of part I of sub- 
chapter J are applicable in determining the extent to which each 
participant’s proportionate share of the income of the common trust 
fund is taxable to the participant, or to the beneficiaries or the grantor 
of the participant. 

§ 1.584-8 Computation op Common Trust Fund Income. — The 
taxable income of the common trust fund shall be computed in the same 
manner and on the same basis as in the case of an individual, except 

that — 

(a) 2fo deduction shall be allowed under section 170 (relating 
to charitable, ete., contributions and gifts) ; 

(b) The gains and losses from sales or exchanges of capital assets 
of the common trust fund are required to be segregated. A com- 
mon trust fund is not allowed the benefit of the capital loss carryover 
provided by section 1212 ; 

(c) The ordinary taxable income (the excess of the gross in- 
come over deductions) or the ordinary net loss (the excess of the 
deductions over the gross income) shall be computed after exclud- 
ing all items of gain and loss from sales or exchanges of capital 
assets ; and 

(d) The standard deduction provided in section 141 shall not 
be allowed. 

§ 1.58-4-4 Admission and Withdrawal of Participants in the 
Common Trust Fund. — (a) Gain or loss . — The common trust fund 
realizes no gain or loss by the admission or withdrawal of a partici- 
pant, and the basis of the assets and the period for which they are 
deemed to have been held by the common trust fund for the purposes 
of section 1202 are unaffected by such an admission or withdrawal. 
If a participant withdraws the whole or any part of its participating 
interest from the common trust fund, such withdrawal shall be treated 
as a sale or exchange by the participant of the participating interest or 

§ L584-2(c) (4) 



267 


portion thereof which is so withdrawn. A participant is not deemed 
to have withdrawn any part of its participating interest in the com- 
mon trust fund so as to have completed a closed transaction by reason 
of the segregation and administration of an investment of the fund, 
pursuant to the provisions of subdivision (c)(7) of section 17 of 
Regulation F of the Board of Governors of the Federal Reserve Sys- 
tem, as amended, for the benefit of all the then participants in the 
common trust fund. Such segregated investment shall be considered 
as held by, or on behalf of, the common trust fund for the benefit 
ratably of all participants in the common, trust fund at the time of 
segregation, and any income or loss arising from its administration 
and liquidation shall constitute income or loss to the common trust 
fund apportionable among the participants for whose benefit the 
investment was segregated. 

(b) Basis for grain or loss upon withdrawal . — The participant’s 
gain or loss upon withdrawal of its participating interest or portion 
thereof shall be measured by the difference between the amount re- 
ceived upon such withdrawal and the adjusted basis of the participat- 
ing interest or portion thereof withdrawn plus the additions pre- 
scribed in paragraph (c) of this^ section and minus the reductions 
prescribed in paragraph (d) of this section. The amount received by 
the participant shall be the sum of any money plus the fair market 
value of property (other than money) received upon such withdrawal. 
The basis of the participating interest or portion thereof withdrawn 
shall be the sum of any money plus the fair market value of any 
property (other than money) contributed by the participant to the 
common trust fund to acquire the participating interest or portion 
thereof withdrawn. Such basis shall not be- reduced on account of 
the segregation of any investment in the common trust fund pursuant 
to the provisions of subdivisions (c) (7) of section 17 of Regulation 
F of the Board of Governors of the Federal Reserve System, as 
amended. For the purpose of making the adjustments, additions, 
and reductions with respect to basis as prescribed in this paragraph, 
th^ ward, rather than the guardian, shall be deemed to be the par- 
ticipant ; and the grantor, rather than the trust, shall be deemed to 
be the participant, to the extent that the income of the trust is taxable 
to the grantor under subpart E of part I of subchapter J. 

(c) Additions to basis . — As prescribed in paragraph (b) of this 
section, in computing the gain or loss upon the withdrawal of a par- 
ticipating interest or portion thereof, there shall be added to the basis 
of the participating interest or portion thereof withdrawn an amount 
equal to the aggregate of the following items (to the extent that they 
were properly allocated to the participant for a taxable year of the 
common trust fund and were not distributed to the participant prior 
to withdrawal) : 

(1) Wholly exempt income of the common trust fund for any 

taxable year, 

(2) Net income of the common trust fund for the taxable years 

beginning after December SI, 1935, and prior to January 1, 1938, 

(3) Net short-term capital gain of the common trust fund for 
— each taxable year beginning after December 31, 1937, 
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(4) The excess of the gains over the losses recognized to the 
common trust fund upon sales or exchanges of capital assets held 
(i) for more than 18 months for taxable years beginning after 
December 31, 1937, and before January 1, 1942, and (ii) for more 
than 6 months for taxable years beginning after December 31, 
1941, and 

(5) Ordinary net or taxable income of the common trust fund 
for each taxable year beginning after' December 31, 1937. 

(d) Reductions in lasts .— As prescribed in paragraph (b) of this 
section, in computing the gain or loss upon the withdrawal of a par- 
ticipating interest or portion thereof, the basis of the participating 
interest or portion thereof withdrawn shall be reduced by^ such por- 
tions of the following items as were allocable to the participant with 
respect to the participating interest or portion thereof withdrawn : 

(1) The amount of the excess of the allowable deductions of the 
co mm on trust fund over its gross income for the taxable years 
beginning after December 31, 1935, and before January 1, 1938, 

and 

(2) The amount of the net short-term capital loss, net long- 
term capital loss, and ordinary net loss of the common trust fund 
for each taxable year beginning after December 31, 1937. 

§ 1.584-5 Returns of Banks With Respect to Common Trust 
Funds. — For rules applicable to filing returns of common trust funds, 
see section 6032 and the regulations thereunder. 

§1.584-6 Net Operating Loss Deduction. — The net operating 
loss deduction is not allowed to a common trust fund. Each partici- 
pant in a common trust fund, however, will be allowed the benefits of 
such deduction. In the computation of such deduction, a participant 
in a common trust fund shall take into account its pro rata share of 
items of income, gain, loss, deduction, or credit of the common trust 
fund. The character of any such item shall be determined as if the 
participant had realized such item directly from the source from which 
realized by the common trust fund, or incurred such item in *the 
same manner as incurred by the common trust fund. 

mutual savings banks, etc. ; 

§1.591 Statutory Provisions; Deduction for Dividends Paid 
on Deposits. 

SEC. 591. DEDUCTION FOR DIVIDENDS PAID ON DEPOSITS. 

In the case of mutual savings banks, cooperative banks, and domestic 
building and loan associations, there shall be allowed as deductions in com- 
puting taxable income amounts paid to, or credited to the accounts of, de- 
positors or holders of accounts as dividends on their deposits or withdraw- 
able accounts, if such amounts paid or credited are withdrawable on demand 
subject only to customary notice of intention to withdraw. 

§1.591-1 Deduction for Dividends Paid on Deposits. — (a) In 
general. — (1) A mutual savings bank not having capital stock repre- 
sented by shares, a domestic building and loan association, and a coop- 
erative bank without capital stock organized and operated for mutual 
purposes and without profit may deduct from gross income amounts 
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which during the taxable year are paid to or credited to the accounts 
of depositors or holders of accounts, as dividends on their deposits or 
withdrawable accounts, if such amounts paid or credited are with- 
drawable on demand subject only to customary notice of intention to 
withdraw. 

(2) The deduction provided in section 591 is applicable to the 
taxable year in which amounts credited as dividends become with- 
drawable by the depositor or holder of account subject only to cus- 
tomary notice of intention to withdraw. Thus, amounts credited as 
dividends as of the last day of the taxable year which are not with- 
drawable by depositors or holders of accounts until the following 
business day are deductible under section 591 in the year subsequent 
to the taxable year in which they were credited. A deduction under 
this section will not be denied by reason of the fact that the amounts 
credited as dividends, otherwise deductible under section 591, are 
subject to the terms of a pledge agreement between the institution 
and the depositor or holder of account. In the case of a building and 
loan association having nonwithdrawable capital stock represented 
by shares, no deduction is allowable under this section for amounts 
paid or credited as dividends on such shares. 

(b) Serial associations , bonus plans , etc . — If a building and loan as- 
sociation operates in whole or in part as a serial association, maintains 
a bonus plan, or issues shares subject to fines, penalties, forfeitures, or 
other withdrawable fees, it may deduct under section 591 the total 
amount credited as dividends upon such shares, credited to a bonus 
account for such shares, or allocated to a series of shares for the tax- 
able year, notwithstanding that as a customary condition of with- 
drawal — 

(1) Amounts invested in, and earnings credited to, series shares 
must be withdrawn in multiples of even shares, or 

(2) Such association has the right, pursuant to by-law, contract, 
or otherwise, to retain or recover a portion of the total amount in- 
vested in, or credited as earnings upon, such shares, such bonus 
account, or series of shares, as a fine, penalty, forfeiture, or other 
withdrawal fee. 

In any taxable year in which the right referred to in subparagraph (2) 
of this paragraph is exercised, there is includible in the gross income 
of such association for such taxable year amounts retained or recovered 
by the association pursuant to the exercise of such right. 

§ 1.592 Statutory Provisions; Deduction for Kepayment of 
Certain Loans. 

SEC. 592. DEDUCTION FOR REPAYMENT OF CERTAIN LOANS. 

In the case of a mutual savings bank not having capital stock represented 
by shares, a domestic building and loan association, or a cooperative bank 
without capital stock organized and operated for mutual purposes and with- 
out profit, there shall be allowed as deductions in computing taxable income 
amounts paid by the taxpayer during the taxable year in repayment of loans 
made before September 1, 1951, by (1) the United States or any agency or 
instrumentality thereof which Is wholly owned by the United States, or 
(2) any mutual fund established under the authority of the laws of any 
State. 
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§ 1.592-1 Repayment of Certain Loans by Mutual Savings 
Ranks, Building and Loan Associations, and Cooperative Banks. — 
There is deductible, under section 592, from the gross income of a 
mutual savings bank not having capital stock represented by shares, a 
domestic building and loan association, or a cooperative bank without 
capital stock organized and operated for mutual purposes and without 
profit, amounts paid by such institutions during the taxable year in 
repayment of loans made before September 1, 1951, by the United 
States or any agency or instrumentality thereof which is wholly owned 
by the United States, or by any mutual fund established under the 
authority of the laws of any State. For example, amounts paid by 
such institution in repayment of loans made by the Reconstruction 
Finance Corporation before September 1, 1951, are deductible under 
this section. Section 592 is not applicable, however, in the case of 
amounts paid in repayment of loans made by an agency or instru- 
mentality not wholly owned by the United States. 

§ 1.593 Statutory Provisions ; Additions to Reserve for Bad 
Debts. 

SEC. 593. ADDITIONS TO RESERVE FOR BAD DEBTS. 

In the case of a mutual savings bank not having capital stock represented 
by shares, a domestic building and loan association, and a cooperative bank 
without capital stock organized and operated for mutual purposes and with- 
out profit, the reasonable addition to a reserve for bad debts under section 
168(c) shall be determined with due regard to the amount of the taxpayer’s 
surplus or bad debt reserves existing at the close of December 31, 1951. In 
the ease of a taxpayer described in the preceding sentence, the reasonable 
addition to a reserve for bad debts for any taxable year shall in no case be 
less than the amount determined by the taxpayer as the reasonable addition 
for such year; except that the amount determined by the taxpayer under 
this sentence shall not be greater than the lesser of — 

( 1 ) the amount of its taxable income for the taxable year, computed 
without regard to this section, or 

(2) the amount by which 12 percent of the total deposits or with- 
drawable accounts of its depositors at the close of such year exceeds 
the sum of its surplus, undivided profits, and reserves at the beginning 
of the taxable year. 

§ 1.593-1 Additions to Reserve for Bad Debts. — (a) In general . — 
A mutual savings bank not having capital stock represented by shares, 
a domestic building and loan association, and a cooperative bank 
without capital stock organized and operated for mutual purposes 
and without profit may, as an alternative to a deduction from gross 
income under section 166(a) for specific debts which become worth- 
less in whole or in part, deduct amounts credited to a reserve for bad 
debts in the manner and under the circumstances prescribed in this 
section and § 1.593-2. In the case of such an institution, the selection 
of either of the alternative methods for treating bad debts may be 
made by the taxpayer in the return for its first taxable year beginning 
after December 31, 1951. The method selected shall be subject to 
the approval of the Commissioner upon examination of the return. 
If the method selected is approved, it must be followed in returns 
for subsequent years, unless permission is granted by the Commis- 
sioner to change to another method. Application for permission to 
change the method of treating bad debts shall be made at least 30 
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days prior to the close of the taxable year for which the change is 
to be effective. 

(b) Addition to reserve, — Except as otherwise provided in § 1.593-2, 
the reasonable addition to a reserve for bad debts shall be any amount 
determined by the taxpayer which does not exceed the lesser of — 

(1) The amount of its taxable income for the taxable year, com- 
puted without regard to section 593 and without regard to any sec- 
tion providing for a deduction the amount of which is dependent 
upon the amount of taxable income (such as section 170, relating 
to charitable, etc., contributions and gifts) , or 

(2) The amount by which 12 percent of the total deposits or 
withdrawable accounts of its depositors at the close of such year 
exceeds the sum of its surplus, undivided profits, and reserves 
at the beginning of the taxable year. 

(c) Adjustments to reserve . — Bad debt losses sustained during the 
taxable year shall be charged against the bad debt reserve. Recov- 
eries of debts charged against the bad debt reserve during a prior 
taxable year in which the institution was subject to tax under this 
chapter or under chapter 1 of the Internal Revenue Code of 1939 
shall be credited to the bad debt reserve. The establishment of such 
reserve and all adjustments made thereto must be reflected on the 
regular books of account of the institution at the close of the taxable 
year, or as soon as practicable thereafter. Minimum amounts credited 
in compliance with Federal or State statutes, regulations, or super- 
visory orders to reserve or similar accounts, or additional amounts 
credited to such reserve or similar accounts and permissive under such 
statutes, regulations, or orders, against which charges may be made for 
the purpose of absorbing losses sustained by an institution, will be 
deemed to have been credited to the bad debt reserve. 

(d) Definitions . — When used in this section and in § 1.593-2 — 

(1) Institution. — The term “institution” means either a mutual 
savings bank not having capital stock represented by shares, a 
domestic building and loan association as defined in section 
7701(a) (19), or a cooperative bank without capital stock organ- 
ized and operated for mutual purposes and without profit. 

(2) Surplus , undivided profits , and reserves. — (i) The phrase 
“surplus, undivided profits, and reserves” means the amount by 
which the total assets of an institution exceed the amount of the 
total liabilities of such an institution. 

(ii) For this purpose the term “total assets” means the sum of 
money, plus the aggregate of the adjusted basis of the property 
other than money, held by an institution. Such adjusted basis for 
any asset is its adjusted basis for determining gain upon sale or 
exchange for Federal income tax purposes. (See sections 1011 
through 1022, and the regulations thereunder. For special rules 
with respect to adjustments to basis for prior taxable years during 
which the institution was exempt from tax, see section 1016(a) (3) 
and the regulations thereunder.) The determination of the total 
assets of any taxpayer shall conform to the method of accounting 
employed by such taxpayer in determining taxable income and to 
the rules applicable in determining its earnings and profits. 
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(iii) The term “total liabilities” means all liabilities of the tax- 
payer, which are fixed and determined, absolute and not contingent, 
and includes those items which constitute liabilities in the sense of 
debts or obligations. The total deposits or withdrawable accounts, 
as defined in subparagraph (3) of this paragraph, shall be con- 
sidered a liability. In the case of a building and loan association 
having permanent non withdrawable capital stock represented by 
shares, the paid-in amount of such stock shall also be considered a 
liability. Reserves for contingencies and other reserves, however, 
which are mere appropriations of surplus, are not liabilities. 

(3) Total deposits or withdrawable accounts . — The phrase “total 
deposits or withdrawable accounts” means the aggregate of (i) 
amounts placed with an institution for deposit or investment and 
(ii) earnings outstanding on the books of account of the institution 
at the dose of the taxable year which have been credited as dividends 
upon such accounts prior to the close of the taxable year, except that 
such term, in the case of a building and loan association, does not 
include permanent non withdrawable capital stock represented by 
shares, or earnings credited thereon. 

(e) Examples . The provisions of this section may be illustrated 
by the following examples : 

Example ( 1 ). (i) Institution X, which keeps its books on the 

basis of the calendar year, has surplus, reserves, and undivided prof- 
its of $800,000 as of January 1, 1955, and total deposits or withdraw- 
able^ accounts of $10,000,000 as of December 31, 1955. During 1955 
the institution credits $30,000, as required by a Federal agency, to a 
Federal insurance reserve for the sole purpose of absorbing losses. 
Likewise, it credits $25,000, as permitted by State statute, to another 
reserve fund for the purpose of absorbing losses. In 1955 Institu- 
tion X charges $5,000 against its bad debt reserve for losses sus- 
tained during the taxable year. 

(ii) The taxable income of Institution X for the taxable year 
1955, computed without regard to section 593 and without regard to 
any section providing for a deduction the amount of which is de- 
pendent upon the amount of taxable income, is $200,000. 

(iii) Upon the basis of the facts as stated in subdivision (i) 
above, the amount by which 12 percent of the total deposits or with- 
drawable accounts of Institution X at the close of taxable year 1955 
exceeds the sum of such institution’s surplus, undivided profits, and 
reserves at the beginning of the taxable year is $400,000 (12% of 
$10,000,000, minus $800,000). 

(iv) Institution X, therefore, may deduct, for the taxable year 
1955, as an addition to a reserve for bad debts, any amount it may 
determine that does not exceed the lesser of the amounts determined 
in subdivision (ii) or (iii) above. That amount is $200,000 (as de- 
termmed in subdivision (ii) above). Since under paragraph (c) 
of this section, the $30,000 credited to the reserve as required by the 
Federal agency and the $25,000 credited to the reserve as permitted 
by the State statute are regarded as amounts credited to a reserve for 
bad debts account, Institution X can credit an additional $145,000 

§’L593-l(e) 



273 


($200,000 minus $55,000) to a general reserve for bad debts account 
at any time during the taxable year. 

(v) The loss of $5,000 charged to the bad debt reserve during the 
taxable year does not affect the amount of the addition to the bad 
debt reserve provided for in paragraph (b) of this section. It is 
of significance only in determining the surplus, undivided profits, 
and reserves of Institution X as of January 1, 1956. 

Example (2). The taxable income of Institution Y for the tax- 
able year 1955, computed without regard to the deduction under 
section 593 and without regard to any section providing for a deduc- 
tion the amount of which is dependent upon the amount of taxable 
income, is determined to be $250,000. The amount by which 12 
percent of the total deposits or withdrawable accounts of Institu- 
tion Y at the close of the taxable year exceeds the sum of such in- 
stitution’s surplus, undivided profits, and reserves at the beginning 
of the taxable year is $500,000. Institution Y credits $250,000 to 
its bad debt reserve in 1955. In 1957, it is determined that the cor- 
rect taxable income of Institution Y for 1955, computed without 
regard to any deduction under section 593 and without regard to any 
section providing for a deduction the amount of which independent 
upon the amount of taxable income, is $275,000 and not $250,000. 
Assuming that Institution Y credits the additional $25,000 to its 
bad debt reserve, $275,000 is allowable as a deduction from gross 
income for such institution for the taxable year 1955. 

§ 1.593-2 Additions to Reserve for Bad Debts Where Surplus, 
Reserves, and Undivided Profits Equal or Exceed 12 Percent of 
Deposits or Withdrawable Accounts. — Where 12 percent of the total 
deposits or withdrawable accounts of an institution at the close of the 
taxable year is equal to or less than the sum of such institution’s sur- 
plus, undivided profits, and reserves at the beginning of the taxable 
year, a reasonable addition to the reserve for bad debts as determined 
under the general provisions of section 166(c) may be allowable as a 
deduction from gross income. In making such determination, there 
shall be taken into account (a) surplus or bad debt reserves existing 
at the close of December 31, 1951 (i. e., the amount of surplus, undi- 
vided profits, and reserves accumulated prior to J anuary 1, 1952, and 
in existence at the close of December 31, 1951), and (b) changes in 
the surplus, undivided profits, and reserves or the institution from 
December 31, 1951, until the beginning of the taxable year. A deduc- 
tion for an addition to the reserve for bad debts pursuant to this sec- 
tion will be authorized only in those cases where the institution proves 
to the satisfaction of the Commissioner that the bad debt experience of 
the institution warrants an addition to the reserve for bad debts in 
excess of that provided in paragraph (b) of §1.593-1. For defini- 
tions, see paragraph (d) of § 1.593-1. 

§ 1.594 Statutory Provisions; Alternative Tax for Mutual 
Savings Banks Conducting Life Insurance Business. 

SEC. 594. ALTERNATIVE TAX FOR MUTUAL SAVINGS BANKS CON- 
DUCTING LIFE INSURANCE BUSINESS 

(a) Alternative Tax. — In the case of a mutual savings bank not having 
capital stock represented by shares, authorized under State law to engage 
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in the business of issuing life insurance contracts, and which conducts a 
life insurance business in a separate department the accounts of which are 
maintained separately from the other accounts of the mutual savings bank, 
there shall be imposed in lieu of the taxes imposed by section 11 or section 
1201(a), a tax consisting of the sum of the partial taxes determined under 
paragraphs (1) and (2): 

(1) A partial tax computed on the taxable income determined with 
out regard to any items of gross income or deductions properly allocable 
to the business of the life insurance department, at the rates and in the 
manner as if this section had not been enacted ; and 

(2) a partial tax computed on the income of the life insurance depart- 
ment determined without regard to any items of gross income or deduc- 
tions not properly allocable to such department, at the rates and in the 
manner provided in subchapter L (sec. 801 and following) with respect 
to life insurance companies. 

(b) Limitations of Section. — Subsection (a) shall apply only if the life 
insurance department would, if it were treated as a separate corporation, 
qualify as a life insurance company under section 801. 

[See. 594 as amended by sec. 5(3), Life Insurance Company Tax Act for 

1955.] 

§ 1.594-1 Mutual Savings Banks Conducting Life Insurance 
Business. — (a) Scope of application. — Section 594 applies to the case 
of a mutual savings bank not having capital stock represented by 
shares which conducts a life insurance business, if — 

(1) The conduct of the life insurance business is authorized under 
State law, 

(2) The life insurance business is carried on in a separate depart- 
ment of the bank, 

(3) The books of account of the life insurance business are main- 
tained separately from other departments of the bank, and 

(4) The life insurance department of the bank would, if it were 
treated as a separate corporation, qualify as a life insurance com- 
pany under section 801. 

(b) Computation of tax . — In the case of a mutual savings bank 
conducting a life insurance business to which section 594 is applicable, 
the tax upon such bank consists of the sum of the following: 

(1) A partial tax computed under section 11 upon the taxable 
income of the bank determined without regard to any items of in- 
come or deduction properly allocable to the life insurance depart- 
ment, and 

(2) A partial tax computed on the income (or, in the case of 
taxable years beginning before January 1, 1955, the taxable in- 
come (as defined in section 803)) of the life insurance department 
determined without regard to any items of income or deduction 
not properly allocable to such department, at the rates and in the 
manner provided in subchapter L (section 801 and following) 
with respect to life insurance company. 

bank affiliates 

§ 1.601 Statutory Provisions ; Special Deduction for Bank 
Affttjates. 

SEC. 601. SPECIAL DEDUCTION FOR BANK AFFILIATES. 

In the case of a bolding company affiliate (as defined In section 2 of the 
Banking Act of 1933 ; 12 U. S. C. 221a (c) ) , there shall be allowed as a deduc- 
Mon, for purposes of section 535(b) (8) (relating to the computation of ac* 
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cumulated taxable income) and section 545(b) (6) (relating to the computa- 
tion of undistributed personal bolding company income) the amount of the 
earnings and. profits which the Board of Governors of the Federal Reserve 
System certifies to the Secretary or to his delegate has been devoted by such 
affiliate during the taxable year to the acquisition of readily marketable 
assets other than bank stock in compliance with section 5144 of the Revised 
Statutes (12 U. S. C. 61). The amount of the deduction under this section 
for any taxable year shall not exceed the taxable income for such year 
computed without regard to the special deductions for corporations provided 
in part VIII (except section 248) of subchapter B (section 241 and following, 
relating to the deduction for dividends received by corporations, etc. ) . The 
aggregate of the deductions allowable under this section and the credits al- 
lowable under the corresponding provisions of any prior income tax law for 
all taxable years shall not exceed the amount required to be devoted under 
such section 5144 to such purposes. 

§ 1.601-1 Special Deduction for Bank Affiliates. — (a) The 
special deduction described in section 601 is allowed — 

(1) To a holding company affiliate of a bank, as defined in sec- 
tion 2 of the Banking Act of 1933 (12 U. S. C. 221a), which hold- 
ing company affiliate holds, at the end of the taxable year, a gen- 
eral voting permit granted by the Board of Governors of the 
Federal Reserve System. 

(2) In the amount of the earnings or profits of snch holding 
company affiliate which, in compliance with section 5144 of the 
Revised Statutes (12 U. S. C. 61), has been devoted by it during 
the taxable year to the acquisition of readily marketable assets 
other than bank stock. 

(3) Upon certification by the Board of Governors of the Federal 
Reserve System to the Commissioner that snch an amount of the 
earnings or profits has been so devoted by such affiliate during the 
taxable year. 

No deduction is allowable under section 601 for the amount of readily 
marketable assets in excess of what is required by section 5144 of the 
Revised Statutes (12 U. S. C. 61) to be acquired by such affiliate, or 
in excess of the taxable income for the taxable year computed without 
regard to the special deductions for corporations provided in sections 
241-247, inclusive. Nor may the aggregate of the deductions allow- 
able under section 601 and the credits allowable under the correspond- 
ing provisions of any prior income tax law for all taxable years 
exceed the amount required to be devoted under such section 5144 to 
the acquisition of readily marketable assets other than bank stock. 

(b) Every taxpayer claiming a deduction provided for in section 
601 shall attach to its return a supplementary statement setting forth 
all the facts and information upon which the claim is predicated, 
including such facts and information as the Board of Governors of 
the Federal Reserve System may prescribe as necessary to enable it, 
upon the request of the Commissioner subsequent to the filing of the 
return, to certify to the Commissioner the amount of earnings or 
profits devoted to the acquisition of such readily marketable assets. 
A certified copy of such supplementary statement shall be forwarded 
by the taxpayer to the Board of Governors at the time of the filing of 
the return. The holding company affiliate shall also furnish the 
Board of Governors such further information as the Board shall 
require. For the requirements with respect to the amount of such 
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readily marketable assets which must be acquired and maintained 
by a holding company affiliate to which a voting permit has been 
granted, see section 5144(b) and (c) of the Revised Statutes 
(12 IT. S. C. 61). 

Estates, Tbusts, Beneficiaries, and Decedents 

§ 1.641-1 Scope of Stjbchapter J. — Subchapter J (section 641 
through 692) of chapter 1 of the Internal Revenue Code of 1954 deals 
with the taxation of income of estates and trusts and their benefici- 
aries, and of income in respect of decedents. Part I of subchapter J 
contains general rules for taxation of estates and trusts (subpart A) 
and specific rules relating to trusts which distribute current income 
only (subpart B), estates and trusts which may accumulate income 
or whim distribute corpus (subpart C), treatment of excess distribu- 
tions by trusts (subpart D), grantors and other persons treated as 
substantial owners (subpart E), and miscellaneous provisions relating 
to limitations on charitable deductions, income of an estate or trust 
in case of divorce, and taxable years to which the provisions of sub- 
chapter J are applicable (subpart F ) . Part II of subchapter J relates 
to the treatment of income in respect of decedents. However, the 
provisions of subchapter J do not apply to employees’ trusts subject 
to subehapters D and F and common trust funds subject to sub- 
chapter H. 

ESTATES, TRUSTS, AND BENEFICIARIES 

§ 1.641-2 Scope of Subparts A, B, C, and D. — Subparts A, B, C, 
and D {sections 641 to 668, inclusive) relate to the taxation of estates 
and trusts and their beneficiaries. These subparts have no applica- 
tion to any portion of the corpus or income of a trust which is to be 
regarded, within the meaning of the Internal Revenue Code, as that 
of the grantor or others treated as its substantial owners. See sub- 
part E (sections 671 to 678, inclusive) of subchapter J and regulations 
thereunder for rules for the treatment of any portion of a trust where 
the grantor (or another person) is treated as the substantial owner. 
So-called alimony trusts are treated under subparts A, B, C, and D 
except to the extent otherwise provided in section 71 or section 682. 
These subparts have no application to beneficiaries of nonexempt 
employees’ trusts. See section 402 (b) and the regulations thereunder. 

General Rules for Taxation of Estates and Trusts 

§ 1.641(a) Statutory Provisions; Estates and Trusts; Imposi- 
tion of Tax; Application of Tax. 

SEO. 641. IMPOSITION OF TAX. 

(a) Application of Tax. — T he taxes imposed by this chapter on individuals 
shall apply to the taxable income of estates or of any kind of property held 
in trust, including — 

(1) income accumulated in trust for the benefit of unborn or unascer- 
tained persons or persons with contingent interests, and income accumu- 
lated or held for future distribution under the terms of the will or trust ; 

(2) income which is to be distributed currently by the fiduciary to the 
beneficiaries, and income coUected by a guardian of an infant which is 
to be held or distributed as the court may direct ; 

(3) income received by estates of deceased persons during the period 
of administration or settlement of the estate ; and 
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(4) income which, in the discretion of the fiduciary, may be either 
distributed to the beneficiaries or accumulated. 

§ 1.641(a)-! Imposition of Tax; Application of Tax.— Section 
641 prescribes that the taxes imposed upon individuals by chapter 1 
apply to the income of estates or of any kind of property held in trust. 
The rates of tax, the statutory provisions respecting gross income and, 
with certain exceptions, the deductions and credits allowed to indi- 
viduals apply also to estates and trusts. 

§ 1*641 (a) -2 Gross Income of Estates and Trusts. — The gross 
income of an estate or trust is determined in the same manner as that 
of an individual. Thus, the gross income of an estate or trust consists 
of all_ items of gross income received during the taxable year, 
including — 

(a) Income accumulated in trust for the benefit of unborn or 
unascertained persons or persons with contingent interests; 

(b) Income accumulated or held for future distribution under 
the terms of the will or trust ; 

(c) Income which is to be distributed currently by the fiduciary 
to the beneficiaries, and income collected by a guardian of an in- 
fant which is to be held or distributed as the court may direct; 

(d) Income^ received by estates of deceased persons during the 
period of administration or settlement of the estate ; and 

# (e) Income which, in the discretion of the fiduciary, may be 
either distributed to the beneficiaries or accumulated. 

The several classes of income enumerated in this section do not exclude 
others which also may come within the general purposes of section 641. 

§ 1.641(b) Statutory Provisions; Estates and Trusts; Compu- 
tation and Payment of Tax. 

SEC. 641. IMPOSITION OF TAX. * * * 

(b) Computation and Payment. — The taxable Income of an estate or trust 
shall be computed In the same manner as in the case of an individual, except 
as otherwise provided in this part. The tax shad be computed on such taxable 
income and shall be paid by the fiduciary. 

§ 1.641(b)-! Computation and Payment of Tax; Deductions 
and Credits of Estates and Trusts. — Generally, the deductions and 
credits allowed to individuals are also allowed to estates and trusts. 
However, there are special rules for the computation of certain deduc- 
tions and for the allocation between the estate or trust and the bene- 
ficiaries of certain credits and deductions. See section 642 and the 
regulations thereunder. In addition, an estate or trust is allowed to 
deduct, in computing its taxable income, the deductions provided by 
sections 651 and 661 and regulations thereunder, relating to distribu- 
tions to beneficiaries. 

§ 1.641 (b)-2 Filing of Returns and Payment of the Tax. — (a) 

The fiduciary is required to make and file the return and pay the tax on 
the taxable mcome of an estate or of a trust. Liability for the pay- 
ment of the tax on the taxable income of an estate attaches to the 
person of the executor or administrator up to and after his discharge 
if, prior to distribution and discharge, he had notice of his tax obliga- 
tions or failed to exercise due diligence in ascertaining whether or not 
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such obligations existed. For the extent of such liability, see section 
3467 of the Revised Statutes, as amended by section 518 of the Revenue 
Act of 1934 (31 IT. S. C. 192). Liability for the tax also follows the 
assets of the estate distributed to heirs, devisees, legatees, and distribu- 
tees, who may be required to discharge the amount of the tax due and 
unpaid to the extent of the distributive shares received by them. See 
section 6901. The same considerations apply to trusts. 

(b) The estate of an infant, incompetent, or other person under a 
disability, or, in general, of an individual or corporation in receiver- 
ship or bankruptcy is not a taxable entity separate from the person for 
whom the fiduciary is acting, in that respect differing from the estate 
of a deceased person or of a trust. See section 6012(b) (2) and (3) 
for provisions relating to the obligation of the fiduciary with respect 
to returns of such persons. 

§ 1.641 (b)-3 Termination of Estates and Trusts. — (a) The in- 
come of an estate of a deceased person is that which is received by the 
estate during the period of administration or settlement. The period 
of administration or settlement is the period actually required by the 
administrator or executor to perform the ordinary duties of admin- 
istration, such as the collection of assets and the payment of debts, 
taxes, legacies, and bequests, whether the period required is longer or 
shorter than the period specified under the applicable local law for 
the settlement of estates. For example, where an executor who is also 
named as trustee under a will fails to obtain his discharge as executor, 
the period of administration continues only until the duties of admin- 
istration are complete and he actually assumes his duties as trustee, 
whether or not pursuant to a court order. However, the period of 
administration of an estate cannot be unduly prolonged. If the ad- 
ministration of an estate is unreasonably prolonged, the estate is con- 
sidered terminated for Federal income tax purposes after the expira- 
tion of a reasonable period for the performance by the executor of all 
the duties of administration. Further, an estate will be considered as 
terminated when all the assets have been distributed except for a 
reasonable amount which is set aside in good faith for the payment of 
unascertained or contingent liabilities and expenses (not including a 
claim by a beneficiary in the capacity of beneficiary) . 

(b) Generally, the determination of whether a trust has terminated 
depends upon whether the property held in trust has been distributed 
to the persons entitled to succeed to the property upon termination 
of the trust rather than upon the technicality of whether or not the 
trustee has rendered his final accounting. A trust does not automati- 
cally terminate upon the happening of the event by which the duration 
of the trust is measured. A reasonable time is permitted after such 
event for the trustee to perform the duties necessary to complete the 
administration of the trust. Thus, if under the terms of the governing 
instrument, the trust is to terminate upon the death of the life bene^ 
ficiary and the corpus is to be distributed to the remainderman, the 
trust continues after the death of the life beneficiary for a period 
reasonably necessary to a proper winding up of the affairs of the trust 
However, the winding up of a trust cannot be unduly postponed and 
if the distribution of the trust corpus is unreasonably delayed, the 
trust is considered terminated for Federal income tax purposes after 
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the expiration of a reasonable period for the trustee to complete the 
administration of the trust. Further, a trust will be considered as 
terminated when all the assets have been distributed except for a 
reasonable amount which is set aside in good faith for the payment of 
unascertained or contingent liabilities and expenses (not including a 
claim by a beneficiary in the capacity of beneficiary) . 

(c) During the period between the occurrence of an event which 
causes a trust to terminate and the time when a trust is considered as 
terminated under this section, the income and the excess of capital 
gains over capital losses of the trust are in general considered as 
amounts required to be distributed for the year in which they are 
received. For example, a trust instrument provides for the payment 
of income to A during her life, and upon her death for the payment of 
the corpus to B. The trust reports on the basis of the calendar year. 

A dies on November 1, 1955, but no distribution is made to B until 
J anuary 15, 1956. The income of the trust and the excess of capital 
gains over capital losses for the entire year 1955, to the extent not 
paid, credited, or required to be distributed to A or A’s estate, are 
treated under sections 661 and 662 as amounts required to be distributed 
to B for the year 1955. 

(d) If a trust or the administration or settlement of an estate is 
considered terminated under this section for Federal income tax pur- 
poses (as for instance, because administration has been unduly pro- 
longed), the gross income, deductions, and credits of the estate or 
trust are, subsequent to the termination, considered the gross income, 
deductions, and credits of the person or persons succeeding to the 
property or the estate or trust. 

§ 1.642(a) (1) Statutory Provisions; Estates and Trusts; Spe- 
cial Roues for Credits and Deductions; Partially Tax-Exempt 
Interest. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Credits Against Tax. — 

(1) Partially tax-exempt interest. — An estate or trust shall be al- 
lowed the credit against tax for partially tax-exempt interest provided 
by section 35 only in respect of so much of such interest as is not properly 
allocable to any beneficiary under section 652 or 662. If the estate or 
trust elects under section 171 to treat as amortizable the premium on 
bonds with respect to the interest on which the credit is allowable under 
section 35, such credit (whether allowable to the estate or trust or to the 
beneficiary) shad be reduced under section 171(a) (3) . 

§ 1.642(a) (1)“1 Partially Tax-Exempt Interest. — An estate or 
trust is allowed the credit against tax for partially tax-exempt in- 
terest provided by section 35 only to the extent that the credit does 
not relate to interest properly allocable to a beneficiary under section 
652 or 662 and the regulations thereunder. A beneficiary of an estate 
or trust is allowed the credit against tax for partially tax-exempt in- 
terest provided by section 35 only to the extent that the credit relates 
to interest properly allocable to him under section 652 or 662 and the 
regulations thereunder. If an estate or trust holds partially tax- 
exempt bonds and elects under section 171 to treat the premium on the 
bonds as amortizable, the credit allowable under section 35, with respect 
to the bond interest (whether allowable to the estate or trust or to the 
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beneficiary), Is reduced under section 171(a)(3) by reducing the 
shares of the interest allocable, respectively, to the estate or trust and 
its beneficiary by the portion of the amortization deduction attributable 
to the shares. 

§ 1.642(a) (2) Statutory Provisions ; Estates and Trusts; Spe- 
cial Rules for Credits and Deductions; Foreign Taxes. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Credits Against Tax. * * * 

(2) Foreign taxes. — An estate or trust shall be allowed the credit 
against tax for taxes imposed by foreign countries and possessions of 
the United States, to the extent allowed by section 901, only in respect 
of so much of the taxes described in such section as is not properly al- 
locable under such section to the beneficiaries. 

§ 1.642 (a) (2)~1 Foreign Taxes. — An estate or trust is allowed the 
credit against tax for taxes imposed by foreign countries and posses- 
sions of the United States to the extent allowed by section 901 only 
for so much of those taxes as are not properly allocable under that 
section to the beneficiaries. See section 901(b) (4). For purposes of 
section 901(b)(4), the term “beneficiaries” includes charitable bene- 
ficiaries. 

§ 1.642(a)(3) Statutory Provisions; Estates and Trusts; Spe- 
cial Rules for Credits and Deductions ; Dividends. 

SEG. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Credits Against Tax. * * * 

(3) Dividends received by individuals. — An estate or trust shall he 
allowed the credit against tax for dividends received provided by sec- 
tion 34 only in respect of so much of such dividends as is not properly 
allocable to any beneficiary under section 652 or 662. For purposes of 
determining the time of receipt of dividends under section 34 and section 
116, the amount of dividends properly allocable to a beneficiary under 
section 652 or 662 shall be deemed to have been received by the benefi- 
ciary ratably on the same dates that the dividends were received by the 
estate or trust. 

§ 1.642(a) (3)-l Dividends Received by an Estate or Trust. — An 
estate or trust is allowed a credit against tax for dividends received 
(see section 34) only for so much of the dividends as are not properly 
allocable to any beneficiary under section 652 or 662. For treatment 
of the credit in the hands of the beneficiary see § 1.652(b)-!. 

§ 1.642(a) (3) -2 Time of Receipt of Dividends by Beneficiary. — 
In general, dividends are deemed received by a beneficiary in the tax- 
able year in which they are includible in his gross income under sec- 
tion 652 or 662. For example, a simple trust, reporting on the basis 
of a fiscal year ending October 30, 1 receives quarterly dividends on 
November 3, 1954, and February 3, May 3, and August 3, 1955. These 
dividends are all allocable to beneficiary A, reporting on a calendar 
year basis, under section 652 and are deemed received by A in 1955. 
See section 652 (c-) . Accordingly, A may take all these dividends into 
account in determining his credit for dividends received under sec- 
tion 34, and his dividends exclusion under section 116. However, 
solely for purposes of determining whether dividends deemed received 
by individuals from trusts or estates qualify under the time limita- 


l 1 Editorial Note : Should have been 81.] 
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tions of section 34(a) or section 116(a), section 642(a) (3) provides 
that the time of receipt of the dividends by the trust or estate is also 
considered the time of receipt by the beneficiary. For example, a 
simple trust reporting on the basis of a fiscal year ending October 30 1 
receives quarterly dividends on December 3, 1953, and March 3, June 
3, and September 3, 1954. These dividends are all allocable to bene- 
ficiary A, reporting on the calendar year basis, under section 652 and 
are includible in his income for 1954. However, for purposes of sec- 
tion 34(a) or section 116(a), these dividends are deemed received 
by A on the same dates that the trust received them. Accordingly, A 
may take . into account in determining the credit under section 34 only 
those dividends received by the trust on September 3, 1954, since the 
dividend received credit is not allowed under section 34 for dividends 
received before August 1, 1954. 

§ 1.642(a) (3)— 3 Cross Reference. — See § 1.683— 2(c) for exam- 
ples relating to the treatment of dividends received by an estate or 
trust during a fiscal year beginning in 1953 and ending in 1954. 

§ 1.642(b) Statutory Provisions; Estates and Trusts: Special 
Rules for Credits and Deductions ; Personal Exemption. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 
(b) Deduction for Personal Exemption. — An estate shall be allowed a 
deduction of $600. A trust which, under its governing instrument, is required 
to distribute all of its income currently shall be allowed a deduction of $300. 
All other trusts shall be allowed a deduction of $100. The deductions allowed 
by this subsection shaU be in lieu of the deductions allowed under section 151 
(relating to deduction for personal exemption) . 

§ 1.642(b)-l Deduction for Personal Exemption. — In lieu of 
the deduction for personal exemptions provided by section 151 — 

(a) An estate is allowed a deduction of $600, 

(b) A trust which, under its governing instrument, is required 
to distribute currently all of its income for the taxable year is 
allowed a deduction of $300, and 

(c) All other trusts are allowed a deduction of $100. 

A trust which, under its governing instrument, is required to distribute 
all of its income currently is allowed a deduction of $300, even though 
it also distributes amounts other than income in the taxable year and 
even though it may be required to make distributions which would 
qualify for the charitable contributions deduction under section 642(c) 
(and therefore does not qualify as a “simple trust” under sections 
651-652). A trust for the payment of an annuity is allowed a deduc- 
tion of $300 in a taxable year in which the amount of the annuity 
required to be paid equals or exceeds all the income of the trust for 
the taxable year. For the meaning of the term “income required to 
be distributed currently,” see § 1.651 (a) -2. 

§ 1.642(c) Statutory Provisions; Estates and Trusts; Special 
Rules eor Credits and Deductions; Charitable Contributions 
Deduction. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 

(c) Deduction for Amounts Paid or Permanently Set Aside for a Chari- 
table Purpose. — In the case of an estate or trust (other than a trust meeting 
the specifications of snbpart (B>) there shall be allowed as a deduction in 
computing its taxable income (in lieu of the deductions allowed by section 

§ 1.642(C) 



282 


170(a), relating to deduction for charitable, etc., contributions and gifts) 
anv amount of the gross income, without limitation, which pursuant to the 
terms of the governing instrument is, .during the taxable year, paid or per- 
manently set aside for a purpose specified in section 170(e), or is to be used 
exclusively for religious, charitable, scientific, literary, or educational pur- 
poses, or for the prevention of cruelty to children dr animals, or for the 
establishment, acquisition, maintenance or operation of a public cemetery 
not operated for profit. For this purpose, to the extent that such amount 
consists of gain from the sale or exchange of capital assets held for more 
than 6 months, proper adjustments of the deduction otherwise allowable 
under this subsection shall be made for any deduction allowable to the estate 
or trust under section 1202 (relating to deduction for excess of capital gains 
over capital losses). In the case of a trust, the deduction allowed by this 
subsection shall be subject to section 681 (relating to unrelated business 
income and prohibited transactions). 

§ 1.642(c)-! Charitable Contributions Deduction-.— Any part 
of the gross income of an estate or trust which, by the terms of the 
will or of the instrument creating the trust — 

(a) Is, during the taxable year, paid or permanently set aside 
for a purpose specified in section 170(c), relating to charitable 

contributions, or 

(b) Is to be used exclusively for religious, charitable, scientific, 
literary, or educational purposes, or for the prevention of cruelty 
to children or animals, or for the establishment, acquisition, main- 
tenance or operation of a public cemetery not operated for profit, 

is allowed as a deduction to the estate or trust in lieu of the deduction 
authorized by section 170(a). For this purpose, an amount received 
by an estate or trust which is includible m its gross income as income 
in respect of a decedent under section 691(a) (1) is deemed “gross in- 
come” of the estate or trust. In the case of a trust, the deduction 
otherwise allowable under section 642(c) and this section is subject 
to the limitations of section 681 (relating to unrelated business income 
and prohibited transactions). See section 681 and the regulations 
thereunder. 

§ 1.642(c) -2 Reduction of Charitable Contributions Deduc- 
tions by Exempt Income. — If an estate or trust pays, permanently 
sets aside, or uses any amount of its income for the purposes specified 
in section 642(c) and that amount includes any items of estate or trust 
income not entering into the gross income of the estate or trust, the 
deduction under this section is limited to the gross income so paid, 
permanently set aside, or used. In determining whether such amounts 
include particular items of income of an estate or trust, if the govern- 
ing instrument specifically provides as to the source out of which 
amounts shall be paid, permanently set aside, or used for such pur- 
poses, the specific provision controls. In the absence of specific pro- 
visions in the governing instrument, an amount to which section 642(c) 
applies is deemed to consist of the same proportion of each class of 
the items of income of the estate or trust as the total of each class bears 
to the total of all classes. See paragraph (b) of § 1.643 (a)-5 for the 
method of determining the allocable portion of exempt income and 
foreign income. For the purpose of this section, the provisions of 
section 116 (relating to exclusion of dividends) are not taken into ac- 
count. For examples showing the determination of the character of 
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an amount deductible under section 642(c), see examples (1) and (2) 
of § 1.662(b) -2 and paragraph (e) of § 1.662(c)-4. 

§ 1.642(c) -3 Capital Gains Included in Charitable Contribu- 
tion. — Where any amount of the income paid, permanently set aside, 
or used for the purposes specified in section 642(c) is attributable to 
gain from the sale or exchange of capital assets held for more than six 
months, the amount of the deduction allowable under section 642(c) 
must be adjusted for any deduction provided in section 1202 of 50 
percent of the excess, if any, of the net long-term capital gain over 
the net short-term capital loss. For determination^ of the extent to 
which the charitable, etc., contribution referred to in section 642(c) 
is deemed to consist of long-term capital gains, see § 1.642(c)-2. For 
example : Under the terms of the trust instrument, the income of the 
trust is currently distributable to A during his life and capital gains 
are allocable to corpus. No provision is made in the trust instrument 
for the invasion of corpus for the benefit of A. ^ Upon A’s death the 
corpus of the trust is to be distributed to M University, an organiza- 
tion described in section 501(c)(3) which is exempt from taxation 
under section 501(a). During the taxable year 1954, the trust has 
long-term capital gains of $100,000 which, although allocable to 
corpus, are permanently set aside for charitable purposes. The trust 
includes $100,000 in gross income but is allowed a deduction of $50,000 
under section 1202 for the long-term capital gains and a charitable 
contributions deduction of $50,000 under section 642(c) ($100,000 
permanently set aside for charitable purposes less $50,000 allowed as a 
deduction under section 1202 with respect to such $100,000). 

§ 1.642(c) -4 Cross Reference. — For rules applicable to the an- 
nual information return that must be filed by certain trusts claiming 
charitable, etc., deductions under section 642(c) for the taxable year, 
see section 6034 and the regulations thereunder. 

§ 1.642(d) Statutory Provisions ; Estates and Trusts; Special 
Rules for Credits and Deductions; Net Operating Loss Deduction. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 
(d) Net Operating Loss Deduction. — T he benefit of the deduction for 

net operating losses provided by section 172 shall be allowed to estates and 

trusts under regulations prescribed by the Secretary or bis delegate. 

§ 1.642 (d)-l Net Operating Loss Deduction. — The net operating 
loss deduction allowed by section 172 is available to estates and trusts 
generally, with the following exceptions and limitations : 

(a) In computing gross income and deductions for the purposes of 
section 172, a trust shall exclude that portion of the income and deduc- 
tions attributable to the grantor or another person under sections 671 
through 678 (relating to grantors and others treated as substantial 
owners) . 

(b) An estate or trust shall not, for the purposes of section 172, 
avail itself of the deductions allowed by section 642(c) (relating to 
charitable contributions deductions) and sections 651 and 661 (relating 
to deductions for distributions) . 
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§ 1.642(e) Statutory Provisions; Estates and Trusts; Special 
Rules for Credits and Deductions; Deduction for Depreciation 
and Depletion. 

SEC. 042. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * 554 * 

(e) Deduction foe Depreciation and Depletion. — An estate or trust shall 
be allowed the deduction for depreciation and depletion only to the extent 
not allowable to beneficiaries under sections 167 (g) and 611(b). 

§ 1.642(e)-! Depreciation and Depletion. — An estate or trust is 
allowed the deductions for depreciation and depletion, but only to the 
extent the deductions are not apportioned to beneficiaries under sec- 
tions 167(g) and 611(b). For purposes of sections 167(g) and 611(b), 
the term “beneficiaries” includes charitable beneficiaries. See the 
regulations under those sections. 

§ 1.642(f) Statutory Provisions; Estates and Trusts; Special 
Rules for Credits and Deductions ; Amortization of Emergency or 
Grain Storage Facilities. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 

(f ) Amortization of Emergency or Grain Storage Facilities. — The bene- 
fit of the deductions for amortization of emergency and grain storage 
facilities provided by sections 168 and 169 shall be allowed to estates and 
trusts in the same manner as in the case of an individual. The allowable 
deduction shall be apportioned between the income beneficiaries and the 
fiduciary under regulations prescribed by the Secretary or his delegate. 

§ 1.642(f)-! Amortization of Emergency or Grain Storage 
Facilities. — An estate or trust is allowed amortization deductions 
with respect to an emergency facility as defined in section 168(d) and 
with respect to a grain storage facility as defined in section 169(d) in 
the same manner and to the same extent as in the case of an individual. 
However, the principles governing the apportionment of the deduc- 
tions for depreciation and depletion between the fiduciaries and the 
beneficiaries of an estate or trust (see sections 167 (g) and 611(b) and 
the regulations thereunder) shall be applicable with respect to such 
amortization deductions. 

§ 1.642(g) Statutory Provisions; Estates and Trusts; Spec ial 
Rules for Credits and Deductions; Disallowance of Double 
Deductions. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 

(g) Disallowance of Double Deductions. — Amounts allowable under 
section 2053 or 2054 as a deduction in computing the taxable estate of a 
decedent shall not he allowed as a deduction in computing the taxable in- 
come of the estate, unless there is filed, within the time and in the manner 
and form prescribed by the Secretary or his delegate, a statement that the 
amounts have not been allowed as deductions under section 2053 or 2054 
and a waiver of the right to have such amounts allowed at any time as 
deductions under section 2053 or 2054. This subsection shall not apply 
with respect to deductions allowed under part II (relating to income in 
respect of decedents). 

§ 1.642(g)-! Disallowance of Double Deductions; in Gen- 
eral. Amounts allowable under section 2053(a) (2) (relating to ad- 
ministration expenses) or under section 2054 (relating to losses during 
administration) as deductions in computing the taxable estate of a 
decedent are not allowed as deductions in computing the taxable 
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income of the estate unless there is filed a statement, in duplicate, to 
the effect that the items hare not been allowed as deductions from the 
gross estate of the decedent under section 2053 or 2054 and that all 
rights to have such items allowed at any time as deductions under 
section 2053 or 2054 are waived. The statement should be filed with 
the return for the year for which the items are claimed as deductions 
or with the district director of internal revenue for the internal rev- 
enue district in which the return was filed, for association with the 
return. The statement may be filed at any time before the expiration 
of the statutory period of limitation applicable to the taxable year 
for which the deduction is sought. Allowance of a deduction in com- 
puting an estate’s taxable Income is not precluded by claiming a deduc- 
tion in the estate tax return, so long as the estate tax deduction is not 
finally allowed and the statement is filed. However, after a statement 
is filed under section 642(g) with respect to a particular item or por- 
tion of an item, the item cannot thereafter be allowed as jx deduction 
for estate tax purposes since the waiver operates as a relinquishment 
of the right to have the deduction allowed at any time under section 
2053 or 2054. 

§ 1.642(g) -2 Deductions Included. — It is not required that the 
total deductions, or the total amount of any deduction, to which sec- 
tion 642(g) is applicable be treated in the same way. One deduction 
or portion of a deduction may be allowed for income tax purposes 
If the appropriate statement is filed, while another deduction or por- 
tion is allowed for estate tax purposes. Section 642(g) has no appli- 
cation to deductions for taxes, interest, business expenses, and other 
items accrued at the date of a decedent’s death so that they are allow-, 
able as a deduction under section 2053(a) (3) for estate tax purposes 
as claims against the estate, and are also allowable under section 
691 (b) as deductions in respect to a decedent for income tax purposes. 
However, section 642(g) is applicable to deductions for interest, busi- 
ness expenses, and other items not accrued at the date of the decedent’s 
death so that they are allowable as deductions for estate tax purposes 
only as administration expenses under section 2053 (a) (2). Although 
deductible under section 2053(a) (3) in determining the value of the 
taxable estate of a decedent, medical, dental, etc., expenses of a 
decedent which are paid by the estate of the decedent are not deductible 
in computing the taxable income of the estate. See section 213(d) 
and the regulations thereunder for rules relating to the deductibility 
of such expenses in computing the taxable income of the decedent. 

§ 1.642(h) Statutory Provisions; Estates and Trusts; Special 
Rules for Credits and Deductions; Unused Loss Carryovers and 
Excess Deductions. 


SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 
(h) Unused Loss Carryovers and Excess Deductions on Termination 
Available to Beneficiaries. — If on tlie termination of an estate or trust, 
the estate or trust has — 

(1) a net operating loss carryover under section 172 or a capital loss 
carryover under section 1212, or 

(2) for the last taxable year of the estate or trust deductions (other 
than the deductions allowed under subsections (b) or (e)) in excess of 
gross income for such year. 
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then such carryover or such excess shall be allowed as a deduction, in ac- 
cordance with regulations prescribed by the Secretary or his delegate, to the 

beneficiaries succeeding to the property of the estate or trust. 

§ 1.642(h)-! Unused Loss Carryovers on Termination of an Es- 
tate or Trust. — (a) If, on the final termination of an estate or trust, a 
net operating loss carryover under section 172 or a capital loss carry- 
over under section 1212 would be allowable to the estate or trust in a 
taxable year subsequent to the taxable year of termination but for 
the termination, the carryover or carryovers are allowed under sec- 
tion 642(h) (1) to the beneficiaries succeeding to the property of the 
estate or trust. See § 1.641 (b)-3 for the determination of when an 
estate or trust terminates. 

(b) The net operating loss carryover and the capital loss carryover 
are the same in the hands of a beneficiary as in the estate or trust and 
are taken into account in computing both taxable income and adjusted 
gross income. The first taxable year of the beneficiary to which the 
loss shall be carried over is the taxable year of the beneficiary in which 
or with which the estate or trust terminates. However, the last tax- 
able year of the estate or trust (whether or not a short taxable year) 
and the first taxable year of the beneficiary to which a loss is carried 
over each constitute a taxable year for purposes of determining 
the number of years to which a loss may be carried over. For example : 
A trust distributes all of its assets to A, the sole remainderman, and 
terminates on December 31, 1954, when it has a capital loss carryover 
of $10,000 attributable to transactions during the taxable year 1952. 
A, who reports on the calendar year basis, otherwise has ordinary 
income of $10,000 and capital gains of $4,000 for the taxable year 
1954. A would offset his capital gains of $4,000 against the capital 
loss of the trust and, in addition, deduct under section 1211(b) $1,000 
on his return for the taxable year 1954. The balance of the capital 
loss carryover of $5,000 may be carried over only to the years 1955 
and 1956. For the treatment of the net operating loss carryover 
when the last taxable year of the estate or trust is the last taxable 
year to which such loss can be carried over, see § 1.642 (h)-2. 

§ 1.642(h) -2 Excess Deductions on Termination of an Estate 
or Trust. — (a) If, on the termination of an estate or trust, the estate 
or trust has for its last taxable year deductions (other than the deduc- 
tions allowed under section 642(b) (relating to personal exemption) 
or section 642(c) (relating to charitable contributions) ) in excess of 
gross income, the excess is allowed under section 642(h)(2) as a 
deduction to the beneficiaries succeeding to the property of the estate 
or trust. ^ The deduction is allowed only in computing taxable in- 
come; it is not allowed in computing adjusted gross income. The 
deduction is allowable only in the taxable year of the beneficiary in 
which or with which the estate or trust terminates, whether the year 
of termination of the estate or trust is of normal duration or is a 
short taxable year. For example : Assume that a trust distributes all 
of its assets to B and terminates on December 31, 1954. As of that 
date it had excess deductions, for example, because of corpus com- 
missions on termination, of $18,000. B, who reported on the calendar 
year basis, could claim the $18,000 as a deduction for the taxable year 
1954. However, if the deduction (when added to his other deduc- 
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tions) exceeds Ms gross income, the excess may not be carried over to 
the year 1955 or subsequent years. 

(d) A deduction based upon a net operating loss carryover will 
never be allowed to beneficiaries under both paragraphs (1) and (2) 
of section 642(h) . Accordingly, a net operating loss deduction which 
is allowable to beneficiaries succeeding to the property of the estate 
or trust under the provisions of paragraph (1) of section 642(h) 
cannot also be considered a deduction for purposes of paragraph (2) 
of section 642(h) and paragraph (a) of this section. However, if 
the last taxable year of the estate or trust is the last year in which 
a deduction on account of a net operating loss may be taken, the deduc- 
tion, to the extent not absorbed in that taxable year by the estate or 
trust, is considered an “excess deduction’’ under section 642(h) (2) and 
paragraph (a) of this section. 

(c) Any item of income or deduction, or any part thereof, which 
is taken into account in determining the net operating loss or capital 
loss carryover of the estate or trust for its last taxable year shall not 
be taken into account again in determining excess deductions on termi- 
nation of the trust or estate within the meaning of section 642(h) (2) 
and paragraph (a) of this section (see example in § 1.642(h) -5). 

§ 1.642 (h)-3 Meaning of “Beneficiaries Succeeding to the 
Property of the Estate or Trust”. — (a) The phrase “beneficiaries 
succeeding to the property of the estate or trust” means those bene- 
ficiaries upon termination of the estate or trust who bear the burden 
of any loss for which a carryover is allowed, or of any excess of de- 
ductions over gross income for which a deduction is allowed, under 
section 642 (h). 

(b) With reference to an intestate estate, the phrase means the 
heirs and next of kin to whom the estate is distributed, or if the es- 
state is insolvent, to whom it would have been distributed if it had not 
been insolvent. If a decedent’s spouse is entitled to a specified dollar 
amount of property before any distribution to other heirs and next of 
kin, and if the estate is less than that amount, the spouse is the bene- 
ficiary sucecding to the property of the estate or trust to the extent 
of the deficiency in amount. 

(c) In the case of a testate estate, the phrase normally means the 
residuary beneficiaries (including a residuary trust) , and not specific 
legatees or devisees, pecuniary legatees, or other nonresiduary bene- 
ficiaries. However, the phrase does not include the recipient of a 
specific sum of money even though it is payable out of the residue, 
except to the extent that it is not payable in full. On the other hand, 
the phrase includes a beneficiary (including a trust) who is not strictly 
a residuary beneficiary but whose devise or bequest is determined by 
the value of the decedent’s estate as reduced by the loss or deductions 
in question. Thus the phrase includes : 

(1) A beneficiary of a fraction of a decedent’s net estate after 
payment of debts, expenses, etc.: 

(2) A nonresiduary legatee or devisee, to the extent of any de- 
ficiency in his legacy or devise resulting from the insufficiency of the 
estate to satisfy it in full ; 

(3) A surviving spouse receiving a fractional share of an estate 
in fee under a statutory right of election, to the extent that the loss 
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or deductions are taken into account in determining the share. How- 
ever, the phrase does not include a recipient of dower or curtesy, or 
any income beneficiary of the estate or trust from which the loss or 
excess deduction is carried over. 

(d) The principles discussed in paragraph (c) of this section are 
equally applicable to trust beneficiaries. A remainderman who re- 
ceives all or a fractional share of the property of a trust as a result 
of the final termination of the trust is a beneficiary succeeding to the 
property of the trust. For example, if property is transferred to pay 
the income to A for life and then to pay $10,000 to B and distribute 
the balance of the trust corpus to C, C and not B is considered to be 
the succeeding beneficiary except to the extent that the trust corpus 
is insufficient to pay B $10,000. 

§ 1.642 (h)~4. Allocation. — The carryovers and excess deductions 
to which section 642(h) applies are allocated among the beneficiaries 
succeeding to the property of an estate or trust (see § 1.642 (h)-3) pro- 
portionately according to the share of each in the burden of the loss 
or deductions. A person w T ho qualified as a beneficiary succeeding to 
the property of an estate or trust with respect to one amount and does 
not qualify with respect to another amount is a beneficiary succeeding 
to the property of the estate or trust as to the amount with respect to 
which he qualifies. The application of this section may be illustrated 
by the following example : 

Example. A decedent’s will leaves $100,000 to A, and the residue 
of his estate equally to B and C. His estate is sufficient to pay only 
$90,000 to A, and nothing to B and C. There is an excess of deduc- 
tions over gross income for the last taxable year of the estate or 
trust of $5,000, and a capital loss carryover of $15,000, to both of 
which section 642(h) applies. A is a beneficiary succeeding to the 
property of the estate to the extent of $10,000, and since the total of 
the excess of deductions and the loss carryover is $20,000, A is en- 
titled to the benefit of one-half of each item, and the remaining half 
is divided equally between B and C. 

\ 1.642(h) -5 Example— T he application of section 642(h) may 
be illustrated by the following example: 

Example ^ (a) A decedent dies January 31, 1954, leaving a will 
which provides for distributing all her estate equally to A and an 
existing trust for B. The period of administration of the estate 
terminates^ on December 31, 1954, at which time all the property of 
the estate is distributed to A and the trust. A reports his income 
for tax purposes on a calendar year basis, and the trust reports its 
income on the basis of a fiscal year ending August 31. During the 
period of the administration, the estate has the following items of 
income and deductions : 


Taxable interest 

Business income 


$2,500 
S, 000 


Total 


$5, 500 


Business expenses {including administrative 
ness income) __ 


expense allocable to busi- 
$5,000 
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Administrative expenses and corpus commissions not allocable to 


business income 89, 800 

Total deductions $14, 800 


It also lias a capital loss of $5,000. 

(b) Under section 642(h) (1), an unused net operating loss carry- 
over of the estate on termination of $2,000 will be allowable to : A to 
the extent of $1,000 for his taxable year 1954 and the next four 
taxable years in accordance with section 172; and to the trust to the 
extent of $1,000 for its taxable year ending August 31, 1955, and 
its next four taxable years. The amount of the net operating loss 
carryover is computed as follows : 


Deductions of estate for 1954 S14, 800 

Less adjustment under section 172(d ) (4) (deductions not attributable 
to a trade or business (89,800) allowable only to extent of gross in- 
come not derived from such trade or business (82,500)) 7, BOO 


Deductions as adjusted $7, 500 

Gross income of estate for 1954 5,500 


Net operating loss of estate for 1954 $2, 000 

(No deduction for capital loss of 85,000 under section 172(d) (2).) 


Neither A nor the trust will be allowed to carry back any part of the 
net operating loss made available to them under section 642(h) (1). 

(c) Under section 642(h) (2), excess deductions of the estate of 
$7,300 will be allowed as a deduction to A to the extent of $3,650 
for the calendar year 1954 and to the trust to the extent of $3,650 for 
the taxable year ending August 31, 1955. The deduction of $7,300 
for administrative expenses and corpus commissions is the only 
amount which was not taken into account in determining the net- 
operating loss of the estate ($9,800 of such expenses less $2,500 
taken into account). 

( d) Under section 642(h) ( 1 ) , there will be allowable to A a capi- 
tal loss carryover of $2,500 for his taxable year 1954 and for his next 
four taxable years in accordance with section 1212. There will be 
allowable to the trust a similar capital loss carryover of $2,500 for 
its taxable year ending Apgust 31, 1955, and its next four taxable 
years (but see paragraph (b) of § 1.643(a)-3). 

(e) The carryovers and excess deductions are not allowable di- 
rectly to B, the trust beneficiary, but to the extent the distributable 
net income of the trust is reduced by the carryovers and excess 
deductions B may receive indirect benefit. 

§ 1,642 (i) Statutory Provisions; Estates and Trusts; Special 
Rules for Credits and Deductions; Disallowance of Standard 
Deduction. 

SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. * * * 

(i) Cross Reference. — For disallowance of standard deduction in case 
of estates and trusts see section 142(b) (4). 

§ 1.642 (i)-l Disallowance of Standard Deduction (Cross 
Reference). — The standard deduction is not allowed to estates and 
trusts (see section 142(b)(4)). 
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§ 1.643-1 Distributable Net Income; Deduction For Distribu- 
tions ; in General. — The term “distributable net income 55 has no ap- 
plication except in the taxation of estates and trusts and their bene- 
ficiaries. It limits the deductions allowable to estates and trusts for 
amounts paid, credited, or required to be distributed to beneficiaries 
and is used to determine how much of an amount paid, credited, or 
required to be distributed to a beneficiary will be includible in his 
gross income. It is also used to determine the character of distribu- 
tions to the benefiiaries. Distributable net income means for any 
taxable year, the taxable income (as defined in section 63) of the estate 
or trust, computed with the modifications set forth in §§ 1.643 ( a) -1 
through 1.643 (a)-7. 

§ 1.643(a) Statutory Provisions; Estates and Trusts; Defini- 
tion of Distributable Net Income. 


SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D. 


(a) Distributable Net Income. — For purposes of this part, the term “dis- 
tributable net income” means, with respect to any taxable year, the taxable 
income of the estate or trust computed with the following modifications — 

(1) Deduction for distributions. — No deduction shall be taken under 
sections 651 and 661 (relating to additional deductions). 

(2) Deduction for personal exemption. — No deduction shall be taken 
under section 642(b) (relating to deduction for personal exemptions). 

(3) Capital gains and losses. — Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated 
to corpus and are not (A) paid, credited, or required to be distributed 
to any beneficiary during the taxable year, or (B) paid, permanently 
set aside, or to be used for the purposes specified in section 642(c). 
Losses from the sale or exchange of capital assets shaU be excluded, ex- 
cept to the extent such losses are taken into account in determining the 
amount of gains from the sale or exchange of capital assets which are 
paid, credited, or required to be distributed to any beneficiary during 
the taxable year. The deduction under section 1202 (relating to deduc- 
tion for excess of capital gains over capital losses) shall not be taken 
into account. 

(4) Extraordinary dividends and taxable stock dividends For 

purposes only of subpart B (relating to trusts which distribute current 
income only ) , there shall be excluded those items of gross income consti- 
tuting extraordinary dividends or taxable stock dividends which the 
fiduciary, acting in good faith, does not pay or credit to any beneficiary 
by reason of bis determination that such dividends are allocable to 
corpus under the terms of the governing instrument and applicable local 
law. 


. Tax-exempt interest.— There shall be included any tax-exempt 
interest to which section 103 applies, reduced by any amounts which 
would be deductible in respect of disbursements allocable to such interest 
deductions ^ >rov * s * ons sec tion 265 (relating to disallowance of certain 

* INC0ME - — In the case of a foreign trust, there shall be 

included the amounts of gross income from sources without the United 
States, reduced by any amounts which would be deductible in respect of 
all ° cab . le t0 such income but for the provisions of section 
2bo(l) (relating to disallowances of certain deductions). 

Dividends. There shall be included the amount of any dividends 
excluded from gross income pursuant to section 116 (relating to partial 
exclusion of dividends received). s * 

2 eSt o t -« 0r V ust is allowed a deduction under section 642(e), the amount 
tL txW tn?/ tn 1 ? specifi ® d “ Paragraphs (5) and (6) shall be reduced to 
k ent *52* *55 amount of income which Is paid, permanently set aside, 
of »°o5fc 1 !f^,- f « 0r , 1 t 5 e P ur P° ses specified in section 642(c) is deemed to consist 
of items specified m those paragraphs. For this purpose, such amount shall 
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(in tlie absence of specific provisions in the governing instrument) be deemed 
to consist of the same proportion of each class of items of income of the estate 
or trust as the total of each class bears to the total of all classes. 

§ 1*643 ( a) -1 Deduction for Distributions. — The deduction allow- 
able to a trust under section 651 and to an estate or trust under section 
661 for amounts paid, credited, or required to be distributed to bene- 
ficiaries is not allowed in the computation of distributable net income. 

a § 1.643 (a) -2 Deduction for Personal Exemption. — The deduc- 
tion for personal exemption under section 642(b) is not allowed in 
the computation of distributable net income. 

§ 1.643 (a) -3 Capital Gains and Losses. — (a) Gains from the 
sale or exchange of capital assets are ordinarily excluded from dis- 
tributable net income, and are not ordinarily considered as paid, 
credited, or required to be distributed to any beneficiary unless they 
are — 

(1) Allocated to income under the terms of the governing in- 
strument or local law by the fiduciary on its books or by notice to 
the beneficiary, 

(2) Allocated to corpus and actually distributed to beneficiaries 
during the taxable year, or 

(3) Utilized (pursuant to the terms of the governing instru- 
ment or the practice followed by the fiduciary) in determining 
the amount which is distributed or required to be distributed. 

However, if capital gains are paid, permanently set aside, or to be 
used for the purposes specified in section 642(c), so that a charitable 
deduction is allowed under that section in respect of the gains, they 
must be included in the computation of distributable net income. 

(b) Losses from the sale or exchange of capital assets are excluded in 
computing distributable net income except to the extent that they enter 
into the determination of any capital gains that are paid, credited, 
or required to be distributed to any beneficiary during the taxable 
year (but see § 1.642(h)-! with respect to capital loss carryovers in 
the year of final termination of an estate or trust) . 

(c) The deduction under section 1202 (relating to capital gains) is 
taken into account in commuting distributable net income to the extent 
that it is allocable to capital gains which are paid, permanently set 
aside, or to be used for the purposes specified in section 642(c). See 
§ 1.642(c) -2 to determine the extent to which the amount so paid, 
permanently set aside, or to be used consists of capital gains. The 
deduction for capital gains provided in section 1202 insofar as it is 
allocable to the remainder of the capital gains is not taken into account. 

(d) The application of this section may be illustrated by the fol- 
lowing examples : 

Example ( 1 ) . A trust is created to pay the income to A for life, 
with a discretionary power in the trustee to invade principal for A’s 
benefit. In the taxable year, $10,000 is realized from the sale of se- 
curities at a profit, and $10,000 in excess of income is distributed to 
A. The capital gain is not allocated to A by the trustee. During 
the taxable year the trustee received and paid out $5,000 of divi- 
dends. hTo other cash was received or on hand during the taxable 
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year. The capital gain will not ordinarily be included in distribu- 
table net income. However, if the trustee follows a regular prac- 
tice of distributing the exact net proceeds of the sale of trust prop- 
erty, capital gains will be included in distributable net income. 

Example (2). The result in example (1) would have been the 
same if the trustee had been directed to pay an annuity of $15,000 
a year to A (instead of being directed to pay the income to A with 
a discretionary power to distribute principal) . 

Example (3). The trustee of a trust containing Blackaere and 
other property is directed to hold Blackaere for ten years, and then 
sell it and distribute its proceeds to A. Any capital gain realized 
from the sale of Blackaere will be included in distributable net in- 
come. 

Example (4). A trust instrument directs that the income shall 
be paid to A, and that the principal shall be distributed to A when 
he reaches age 35. All capital gains realized in the year of termina- 
tion will be included in distributable net income. (See § 1.641(b)- 
3 for the determination of the year of final termination and the 
taxability of capital gains realized after the terminating event and 
before final distribution. ) 

Example (d). If in example (4) the trustee had been directed to 
distribute half of the principal to A when he reached 35, the capital 
gain would be included in distributable net income (and in the dis- 
tribution to A) to the extent the capital gain is allocable to A under 
the governing instrument and local law. Thus, if the trust assets 
consisted entirely of 100 shares of corporation M stock and the 
trustee sold half the shares and distributed the proceeds to A, the 
entire capital gain would normally be considered as allocated to A. 
On the other hand, if the trustee sold all the shares and distributed 
half the proceeds to A, half the capital gain would be considered 
as allocable to A. 


Example ( 6 ). If in example (4) the trustee had been directed 
to pay $10,000 to B before making distribution to A, no portion of 
the capital gains wpuld be allocable to B since the distribution to 
B is a gift of a specific sum of money within the meaning of section 
663(a)(1). 

§ 1.643 (a)-4 Extraordinary Dividends and Taxable Stock Divi- 
dends.— In the case solely of a trust which qualifies under subpart B 
(sections 651-652) as a “simple trust,” there are excluded from distrib- 
utable net income extraordinary dividends (whether paid in cash or 
m kind) or taxable stock dividends which are not distributed or cred- 
ited to a beneficiary because the fiduciary in good faith determines 
that under the terms of the governing instrument and applicable local 
law such dividends are allocable to corpus. See section 665(d) and 
paragraph (b) of § 1.665(d) -1 for the treatment of such dividends 
upon subsequent distribution. 

Tax-Exempt Interest.— (a) There is included in 
distributable net income any tax-exempt interest excluded from gross 
income under section 108, reduced by disbursements allocable to such 
interest which would have been deductible under section 212 but for 
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the provisions of section 265 (relating to disallowance of deductions 
allocable to tax-exempt income) . 

(b) If the estate or trust is allowed a charitable contributions de- 
duction under section 642(c), the amounts specified in paragraph (a) 
of this section and § 1.643 (a) -6 are reduced by the r>or::o:: 'Uvmed to 
be included in income paid, permanently set aside, or to be used for 
the purposes specified in section 642 (c) . If the governing instrument 
specifically provides as to the source out of which amounts are paid, 
permanently set aside, or to be used for such charitable purposes, the 
specific provisions control. In the absence of specific provisions in 
the governing instrument, an amount to which section 642(c) applies 
is deemed to consist of the same proportion of each class of the items 
of income of the estate or trust as the total of each class bears to the 
total of all classes. For illustrations showing the determination of 
the character of an amount ‘deductible under section 642(c), see exam- 
ples (1) and (2) of § 1.662(b) -2 and paragraph (e) of § 1.662(c) -4. 

§1.643 (a) -6 Foreign Income. — In the case of a foreign trust, 
there is included in distributable net income gross income from sources 
without the United States, reduced by disbursements allocable to such 
foreign income which would have been deductible but for the pro- 
visions of section 265 (relating to disallowance of deductions allocable 
to tax-exempt income) . See paragraph (b) of § 1.643 (a) “5 for rules 
applicable when an estate or trust is allowed a charitable contribu- 
tions deduction under section 642 ( c) . 

§ 1.643 (a) -7 Dividends. — Dividends excluded from gross income 
under section H6 (relating to partial exclusion of dividends received) 
are included in distributable net income. For this purpose, adjust- 
ments similar to those required by § 1.643 (a) -5 with respect to ex- 
penses allocable to tax-exempt income and to income included in 
amounts paid or set aside for charitable purposes are not made. See 
§ 1.642(c) -2. 

§ 1.643(b) Statutory Provisions; Estates and Trusts; Defini- 
tion of Income. 

SEC. 643 DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, 
AND D. * * * 

(b) Income. — For purposes of this subpart and subparts B, C, and D, the 
term “income”, when not preceded by the words “taxable”, “distributable net”, 
“undistributed net”, or “gross”, means the amount of income of the estate or 
trust for the taxable year determined under the terms of the governing instru- 
ment and applicable local law. Items of gross income constituting extraor- 
dinary dividends or taxable stock dividends which the fiduciary, acting in 
good faith, determines to be allocable to corpus under the terms of the 
governing instrument and applicable local law shall not be considered income. 

§ 1.643 (b) -1 Definition of “Income.” — For purposes of subparts 
A through D of part I, subchapter J, chapter 1 of the Internal Reve- 
nue Code of 1954, the term “income,” when not preceded by the words 
“taxable,” “distributable net,” “undistributed net,” or “gross,” means 
the amount of income of an estate or trust for the taxable year de- 
termined under the terms of its governing instrument and applicable 
local law. Trust provisions which depart fundamentally^ from con- 
cepts of local law in the determination of what constitutes income are 
not recognized for this purpose. For example, if a trust instrument 
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directs that all the trust income shall be paid to A, but defines or- 
dinary dividends and interest as corpus, the trust will not be con- 
sidered one which under its governing instrument is required to dis- 
tribute all its income currently for purposes of section 642(b) (re- 
lating to the personal exemption) and section 651 (relating to “simple” 
trusts). 

§ 1.643 (b)-2 Dividends Allocated to Corpus. — Extraordinary 
dividends or taxable stock dividends which the fiduciary, acting in 
good faith, determines to be allocable to corpus under the terms of 
the governing instrument and applicable local law are not considered 
“income” for purposes of subparts A, B, C, or D. See section 643(a) 
(4), § 1.643 (a)~4, § 1.643 (c)-2, section 665(d) and paragraph (b) of 
§ 1.655(d)-! for the treatment of such items in the computation of 
distributable net income. 

§ 1.643(c) Statutory Provisions; Estates and Trusts; Defini- 
tion of Beneficiary. 

SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, 
AND D. * * * 

(c) Beneficiary. — For purposes of this part, the term “beneficiary” in- 
cludes heir, legatee, devisee. 

§ 1.643 (c)-l Definition of “Beneficiary.” — An heir, legatee, or 
devisee (including an estate or trust) is a beneficiary. A trust created 
under a decedent’s will is a beneficiary of the decedent’s estate. The 
following persons are treated as beneficiaries : 

(a) Any person with respect to an amount used to discharge or 
satisfy that person’s legal obligation as that term is used in 
§ 1.662 (a)-4. 

# (b) The grantor of a trust with respect to an amount applied or 
distributed for the support of a dependent under the circumstances 
specified in section 677(b) out of corpus or out of other than income 
for the taxable year of the trust. 

(c) The trustee or cotrustee of a trust with respect to an amount 
applied or distributed for the support of a dependent under the cir- 
cumstances specified in section 678(c) out of corpus or out of other 
than income for the taxable year of the trust. 

§ 1.643(c) -2 Illustration of the Provisions of Section 
643. — (a) The provisions of section 643 may be illustrated by the 
following example : 

Example . (1) Under the terms of the trust instrument, the in- 

come of a trust is required to be currently distributed to W during her 
life. Capital gains are allocable to corpus and all expenses are 
charges against corpus. During the taxable year the trust has the 
following items of income and expenses : 


Dividends from domestic corporations 

Extraordinary dividends aUoeated to corpus by the Tr uTteeTn "good 
. faith 

Taxable interest IIIIIIIIIIIIIIII I I 

Tax-exempt interest 

Long-term capital gains IIIIIIIIIIIIIIIIIIII"!" 

Trustee’s commissions and miscellaneous expenses allocable to 
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$30, 000 

20,000 
10, 000 
10, 000 
10, 000 

5,000 
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(2) The “income” of the trust determined under section 648(b) 
which is currently distributable to TV is $50,000. consisting of divi- 
dends of $80.00-1 taxable interest of $10,000, and tax-exempt interest 
of $10,000. The trustee’s commissions and miscellaneous expenses 
alloeatle to tax-exempt interest amount to $1,000 (1 0,000/50,000 X 
$5,000). 

(8) The “distributable net income” determined under section 
648(a) amounts to $45,000, computed as follows: 


Dividends from domestic corporations $30, 000 

Taxable interest 10, 000 

Nontaxable interest $10, 000 

Less: Expenses allocable thereto 1,000 

0,000 


Total $10. 000 

Less : Expenses ($5,000 less $1,000 allocable to tax-exempt interest) — 4, 000 


Distributable net income $45,000 


In determining the distributable net income of $45,000, the taxable 
income of the trust is computed with the following modifications: 
No deductions are allowed for distributions to TV and for personal 
exemption of the trust (section 648(a) (1) and (2) ) : capital gains 
allocable to corpus are excluded and the deduction allowable under 
section 1202 is not taken into account (section 648(a) (3) ) ; the ex- 
traordinary dividends allocated to corpus by the trustee in good faith 
are excluded (section 643(a) (4) ) ; and the tax-exempt interest (as 
adjusted for expenses) and the dividend exclusion of $50 are included 
(section 648(a) (5) and (I)). 

(b) See paragraph (c) of the example in § 1.661 (c)-2 for the com- 
putation of distributable net income where there is a charitable con- 
tributions deduction. 

Trusts Which Distribute Current Income Only 

§ 1.651(a) Statutory Provisions ; Trusts Which Distribute 
Current Income Only; Deduction for Amounts Required To Be 
Distributed Currently. — 

SEC. 651. DEDUCTIONS FOE TRUSTS DISTRIBUTING CURRENT IN- 
COME ONLY. 

(a) Deduction. — In tlie case of any trust the terms of which — 

(1) provide that all of its income is required to be distributed cur- 
rently, and 

(2) do not provide that any amounts are to be paid, permanently set 
aside, or used for the purposes specified in section 642(c) (relating to 
deduction for charitable, etc., purposes), 

there shall be allowed as a deduction in computing the taxable income of the 
trust the amount of the income for the taxable year which is required to he 
distributed currently. This section shaU not apply in any taxable year in 
which the trust distributes amounts other than amounts of income described 
in paragraph (1). 

§ 1.651(a)-! Simple Trusts; Deduction for Distributions ; . in 
General. — Section 651 is applicable only to a trust the governing 
instrument of which — 

(a) Requires that the trust distribute all of its income currently 
for the taxable year, and 
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(b) Does not provide that any amounts may be paid, permanently 
set aside, or used in the taxable year for the charitable, etc., purposes 
specified in section 642(c), 

and does not make any distribution other than of current income. A 
trust to which section 651 applies is referred to in this part as a 
“simple” trust. Trusts subject to section 661 are referred to as “com- 
plex” trusts. A trust may be a simple trust for one year and a complex 
trust for another year. It should be noted that under section 651 a 
trust qualifies as a simple trust in a taxable year in which it is required 
to distribute all its income currently and makes no other distributions, 
whether or not distributions of current income are in fact made. On 
the other hand a trust is not a complex trust by reason of distributions 
of amounts other than income unless such distributions are in fact 
made during the taxable year, whether or not they are required in 
that year. 


§ 1.651 (a) -2 Income Required To Be Distributed Currentlv. — 
(a) The determination of whether trust income is required to be dis- 
tributed currently depends upon the terms of the trust instrument 
and the applicable local law. For this purpose, if the trust instrument 
provides that the trustee in determining the distributable income 
shall first retain a reserve for depreciation or otherwise make due 
allowance for keeping the trust corpus intact by retaining a reason- 
able amount of the current income for that purpose, the retention of 
current income for that purpose will not disqualify the trust from 
being a “simple” trust. The fiduciary must be under a duty to dis- 
tribute the income currently even if, as a matter of practical necessity, 
the income is not distributed until after the close of the trust’s taxable 
year. For example*: Under the terms of the trust instrument, all of 
the income is currently distributable to A. The trust reports on the 
calendar year basis and as a matter of practical necessity makes distri- 
bution to A of each quarter’s income on the fifteenth day of the month 
following the close of the quarter. The distribution made by the 
trust on January 15, , 1955, of the income for the fourth quarter of 
1954 does not disqualify the trust for treatment in 1955 under section 
651, since the income is required to be distributed currently. However, 
if the terms of a trust require that none of the income be distributed 
until after the year of its receipt by the trust, the income of the trust 
is not required to be distributed currently and the trust is not a simple 
trust. For definition of the term “income” see section 643 (b) and 
§ 1.643(b) -1. v ' 


. ( b > I? is immaterial, for purposes of determining whether all the 
income is required to be distributed currently, that the amount of 
income allocated to a particular beneficiary is not specified in the 
instrument. For example, if the fiduciary is required to distribute 
ail the income currently, but has discretion to “sprinkle” the income 
among a class of beneficiaries, or among named beneficiaries in such 
amount as he may see fit, all the income is required to be distributed 
currently, even though the amount distributable to a particular bene- 
hciary is unknown until the fiduciary has exercised his discretion. 

(0 If in. one taxable year of a trust its income for that year is re- 
quired or permitted to be accumulated, and in another taxable year its 
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income for the year is required to be distributed currently (and no 
other amounts are distributed) , the trust is a simple trust for the latter 
year. For example, a trust under which income may be accumulated 
until a beneficiary is 21 years old, and thereafter must be distributed 
currently, is a simple trust for taxable years beginning after the bene- 
ficiary reaches the age of 21 years in which no other amounts are 
distributed. 

§ 1.651 (a)-3 Distribution op Amounts Other Than Income. — 

(a) A trust does not qualify for treatment under section 651 for any 
taxable year in which it actually distributes corpus. For example, 
a trust which is required to distribute all of its income currently 
would not qualify as a simple trust under section 651 in the year of 
its termination since in that year actual distributions of corpus would 
be made. 

(b) A trust, otherwise qualifying under section 651, which may 
make a distribution of corpus in the discretion of the trustee, or which 
is required under the terms of its governing instrument to make a 
distribution of corpus upon the happening of a specified event, will 
be disqualified for treatment under section 651 only for the taxable 
year in which an actual distribution of corpus is made. ^ For example : 
Under the terms of a trust, which is required to distribute all of its 
income currently, half of the corpus is to be distributed to beneficiary 
A when he becomes 30 years of age. The trust reports on the calendar 
year basis. On December 28, 1954, A becomes 30 years of age and 
the trustee distributes half of the corpus of the trust to Mm on J an- 
uary 3, 1955. The trust will be disqualified for treatment under 
section 651 only for the taxable year 1955, the year in which an actual 
distribution of corpus is made. 

(c) See section 661 and the regulations thereunder for the treatment 
of trusts which distribute corpus or claim the charitable contributions 
deduction provided by section 642 (c) . 

§ 1.651 (a) -4 C har itable Purposes. — A trust is not considered to 
be a trust w hi ch may pay, permanently set aside, or use any amount for 
charitable, etc., purposes for any taxable year for wMch it is not 
allowed a charitable, etc., deduction under section 642(c). There- 
fore, a trust with a remainder to a charitable organization is not dis- 
qualified for treatment as a simple trust if either (a) the remainder 
is subject to a contingency, so that no deduction would be allowed for 
capital gains or other amounts added to corpus as amounts perma- 
nently set aside for a charitable, etc., purpose under section 642(c), 
or (b) the trust receives no capital gains or other income added to 
corpus for the taxable year for which such a deduction would be 
allowed. 

§ 1.651 (a) -5 Estates. — Subpart B has no application to an estate. 

§ 1.651 (b) Statutory Provisions ; Trusts Which Distribute 
Current Income Only; Limitation on Deduction eor Amounts 
Required to be Distributed Currently. 

SEC. 651. DEDUCTION FOB TRUSTS DISTRIBUTING CURRENT IN- 
COME ONLY. * * * 

(b) Limitation on Deduction. — If the amount of Income required to be 

distributed currently exceeds the distributable net income of the trnst for 
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the taxable year, the deduction shall be limited to the amount of the distribut- 
able net income. For this purpose, the computation of distributable net 
income shall not include items of income which are not included in the gross 
income of the trust and the deductions allocable thereto. 

§ 1.651(b)-! Deduction for Distributions to Beneficiaries. — 
In computing its taxable income, a simple trust is allowed a deduction 
for the amount of income which is required under the terms of the 
trust instrument to be distributed currently to beneficiaries. If the 
amount of income required to be distributed currently exceeds the 
distributable net income, the deduction allowable to the trust is lim- 
ited to the amount of the distributable net income. For this purpose 
the amount of income required to be distributed currently, or dis- 
tributable net income, whichever is applicable, does not include items 
of trust income (adjusted for deductions allocable thereto) which 
are not included in the gross income of the trusty For determination 
of the character of the income required to be distributed currently, 
see § 1.652(b)-2. Accordingly, for the purposes of determining the 
deduction allowable to the trust under section 651, distributable net 
income is computed without the modifications specified in paragraphs 
(5), (6), and (7) of section 648(a), relating to tax-exempt interest, 
foreign income, and excluded dividends. For example: Assume that 
the distributable net income of a trust as computed under section 648 (a) 
amounts to $99,000 but includes nontaxable income of $9,000. Then 
distributable net income for the purpose of determining the de- 
duction allowable under section 651 is $90,000 ($99,000 less $9,000 
nontaxable income) . 

§ 1.652(a) Statutory Provisions; Trusts Which Distribute 
Current Income Only; Inclusion of Amounts in Gross Income of 
Beneficiaries. 

SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF TRUSTS DISTRIBUTING CURRENT 
INCOME ONLY. 

(a) Inclusion. — Subject to subsection (b), the amount of income for the 
taxable year required to be distributed currently by a trust described in 
section 651 shall be included in the gross income of the beneficiaries to whom 
the income is required to be distributed, whether distributed or not. If such 
amount exceeds the distributable net income, there shall he included in the 
gross income of each beneficiary an amount which bears the same ratio to 
distributable net income as the amount of income required to be distributed 
to such beneficiary bears to the amount of income required to be distributed 
to* all beneficiaries. 

§ 1.652(a)-! Simple Trusts; Inclusion of Amounts in Income 
of Beneficiaries. — Subject to the rules in §§ 1.652 (a)-2 and 
1.652 (b)-l, a beneficiary of a simple trust includes in his gross income 
for the taxable year the amounts of income required to be distributed 
to him for such year, whether or not distributed. Thus, the income 
of a simple trust is includible in the beneficiary’s gross income for the 
taxable year in which the income is required to be distributed cur- 
rently even though, as a matter of practical necessity, the income is 
not distributed until after the close of the taxable year of the trust. 
See § 1.642(a) (3)-2 with respect to time of receipt of dividends. See 
§ 1.652 (c)— 1 for treatment of amounts required to be distributed where 
a beneficiary and the trust have different taxable years. The term 
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“income required to be distributed currently'’ includes income required 
to be distributed currently which is in fact used to discharge or satisfy 
any person’s legal obligation as that term is used in § 1.662 (a) -4. 

§ 1.652 (a) -2 Distributions in Excess of Distributable Xet In- 
come. — If the amount of income required to be distributed current- 
ly to beneficiaries exceeds the distributable net income of the trust 
(as defined in section 643(a)), each beneficiary includes in his gross 
income an amount equivalent to his proportinate share of such distrib- 
utable net income. Thus, if beneficiary A is to receive two-thirds of 
the trust income and B is to receive one-third, and the income required 
to be distributed currently is $99,000, A will receive $66,000 and B, 
$33,000. However, if the distributable net income, as determined 
under section 643(a) is only $90,000, A will include two-thirds 
($60,000) of that sum in his gross income, and B will include one-third 
($30,000) in his gross income. See §§ 1.652 (b)-l and 1.652 (b)-2, 
however, for amounts which are not includible in the gross income 
of a beneficiary because of their tax-exempt character. 

§ 1.652(b) Statutory Provisions; Trusts Which Distribute 
Current Income Only; Character of Amounts in the Hands of 
Beneficiaries. 

SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF TRUSTS DISTRIBUTING CURRENT 
INCOME ONLY. * * * 

(b) Ch ara cter of Amounts. — The amounts specified in subsection (a) 
shaU have the same character in the bands of the beneficiary as in the hands 
of the trust. For this purpose, the amounts shall be treated as consisting 
of the same proportion of each class of items entering into the computation 
of distributable net income of the trust as the total of each class bears to the 
total distributable net income of the trust, unless the terms of the trust 
specifically allocate different classes of income to different beneficiaries. . In 
the application of the preceding sentence, the items of deduction entering into 
the computation of distributable net income shall be allocated among the 
items of distributable net income in accordance with regulations prescribed 
by the Secretary or his delegate. 

§ 1.652 (b)-l Character of Amounts. — In determining the gross 
income of a beneficiary, the amounts includible under §1.652(a)-l 
have the same character in the hands of the beneficiary as in the hands 
of the trust. For example, to the extent that the amounts specified 
in § 1.652(a)-l consist of income exempt from tax under section 108, 
such amounts are not included in the beneficiary’s gross income. 
Similarly, dividends distributed to a beneficiary retain their original 
character in the beneficiary’s hands for purposes of determining the 
availability to the beneficiary of the dividends received credit under 
section 34 and the dividend exclusion under section 116. The tax treat- 
ment of amounts determined under § 1.652(a)— 1 depends upon the 
beneficiary’s status with respect to them, not upon the status of the 
trust. Thus, if a beneficiary is deemed to have received foreign in- 
come of a foreign trust, the ineludibility of such income in his gross 
income depends upon his taxable status with respect to that -income. 

§ 1.652 (b)-2 Allocation of Income Items. — (a) The amounts 
specified in § 1.652(a)-! which are required to be included in the gross 
income of a beneficiary are treated as consisting of the same propor- 
tion of each class of items entering into distributable net income of the 
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trust (as defined in section 643(a) ) as the total of each class bears to 
such distributable net income, unless the terms of the trust specifically 
allocate different classes of income to different beneficiaries, or unless 
local law requires such an allocation. For example : Assume that un- 
der the terms of the governing instrument, beneficiary A is to receive 
currently one-half of the trust income and beneficiaries B and. C are 
each to receive currently one-quarter, and the distributable net income 
of the trust (after allocation of expenses) consists of dividends of 
$16,000, taxable interest of $10,000, and tax-exempt interest of $4,000. 
A will be deemed to have received $5,000 of dividends, $5,000 of taxable 
interest, and $2,000 of tax-exempt interest; B and C will each be 
deemed to have received $2,500 of dividends, $2,500 of taxable interest, 
and $1,000 of tax-exempt interest. However, if the terms of the trust 
specifically allocate different classes of income to different beneficiaries, 
entirely or in part, or if local law requires such an allocation, each 
beneficiary will be deemed to have received those items of income 
specifically allocated to him. 

(b) The terms of the trust are considered specifically to allocate 
different classes of income to different beneficiaries only to the extent 
that the allocation is required in the trust instrument, and only to the 
extent that it has an economic effect independent of the income tax 
consequences of the allocation. For example — 

(1) Allocation pursuant to a provision in a trust instrument 
granting the trustee discretion to allocate different classes of in- 
come to different beneficiaries is not a specific allocation by the 
terms of the trust. 

(2) Allocation pursuant to a provision directing the trustee to 
pay half the income to A, or $10,000 out of the income to A, and 
the balance of the income to B, but directing the trustee first to 
allocate a specific class of income to A’s share (to the extent there 
is income of that class and to the extent it does not exceed A’s 
share) is not a specific allocation by the terms' of the trust. 

(3) Allocation pursuant to a provision directing the trustee to 

a all of one class of income (whatever it may be) to A, and the 
nee of the income to B, is a specific allocation by the terms 
of the trust. 

§ 1.652 (b)~3 Allocation or Deductions. — Items of deduction of 
a trust that enter into the computation of distributable net income are 
to be allocated among the items of income in accordance with the 
following principles : 

(a) All deductible items directly attributable to one class of income 
(except dividends^ excluded under section 116) are allocated thereto. 
F or example, repairs to, taxes on, and other expenses directly attribut- 
able to the maintenance of rental property or the collection of rental 
income are allocated to rental income. See § 1.642 (e)-l for treatment 
of depreciation of rental property. ^ Similarly, all expenditures di- 
rectly attributable to a business carried on by a trust are allocated to 
the income from such business. If the deductions directly attributable 
to a particular class of income exceed that income, the excess is applied 
against other classes of income in the manner provided in paragraph 
(d) of this section. B * 
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(b) The deductions which are not directly attributable to a specific 
class of income may be allocated to any item of income (including 
capital gains) included in computing distributable net income, but a 
portion must be allocated to non taxable income (except dividends 
excluded under section 116) pursuant to section 265 and the regula- 
tions thereunder. For example^ if the income of a trust is $30,000 
(after direct expenses), consisting equally of $10,000 of dividends, 
tax-exempt interest, and rents, and income commissions amount to 
$3,000, one-third ($1,000) of such commissions should be allocated to 
tax-exempt interest, but the balance of $2,000 may he allocated to the 
rents or dividends in such proportions as the trustee may elect. The 
fact that the governing instrument or applicable local law treats cer- 
tain items of deduction as attributable to corpus or to income not 
included in distributable net income does not affect allocation under 
this paragraph. For instance, if in the example set forth in this para- 
graph the trust also had capital gains which are allocable to corpus 
under the terms of the trust instrument, no part of the deductions 
would be allocable thereto since the capital gains are excluded from 
the computation of distributable net income under section 643(a) (3). 

(c) Examples of expenses which are considered as not directly 
attributable to a specific class of income are trustee’s commissions, the 
rental of safe deposit boxes, and State income and personal property 
taxes. 

(d) To the extent that any items of deduction which are directly 
attributable to a class of income exceed that class of income, they may 
be allocated to any other class of income (including capital gains) 
included in distributable net income in the manner provided in para- 
graph (b), except that any excess deductions attributable to tax- 
exempt income (other than dividends excluded under section 116) may 
not be offset against any other class of income. See section 265 and 
the regulations thereunder. Thus, if the trust has rents, taxable in- 
terest, dividends, and tax-exempt interest, and the deductions directly 
attributable to the rents exceed the rental income, the excess may be 
allocated to the taxable interest or dividends in such proportions as 
the fiduciary may elect. However, if the excess deductions are attribut- 
able to the tax-exempt interest, they may not be allocated to either 
the rents, taxable interest, or dividends. 

§ 1.652(c) Statutory Provisions ; Trusts Which Distribute 
Current Income Only ; Inclusion of Amounts in Gross Income of 
Beneficiaries; Different Taxable Years. 

SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF TRUSTS DISTRIBUTING CURRENT IN- 
COME ONLY. * * * 

(c) Different Taxable Years. — If the taxable year of a beneficiary is 
different from that of the trust, the amount which the beneficiary is required 
to include in gross income in accordance with the provisions of this section 
shall be based upon the amount of income of the trust for any taxable year 
or years of the trust ending within or with his taxable year. 

§ 1.652(c)-! Different Taxable Years. — If a beneficiary has a 
erent taxable year (as defined in section 441 or 442) from the tax- 
able year of the trust, the amount he is required to include in gross 
income in accordance with section 652(a) and (b) is based on the in- 
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come of the trust for any taxable year or years ending with or within 
his taxable year. This rule applies to taxable years of normal duration 
as well as to so-called short taxable years. Income of the trust for its 
taxable year or years is determined in accordance with its method of 
accounting and without regard to that of the beneficiary. 

§ 1.652(c) -2 Death of Individual Beneficiaries. — If income is 
required to be distributed currently to a beneficiary, by a trust for a 
taxable year which does not end with or within the last taxable year 
of a, beneficiary (because of the beneficiary’s death), the extent to 
which the income is included in the gross income of the beneficiary for 
his last taxable year or in the gross income of his estate is determined 
by the computations under section 652 for the taxable year of the trust 
in which his last taxable year ends. Thus, the distributable net income 
of the taxable year of the trust determines the extent to which the 
income required to be distributed currently to the beneficiary is in- 
cluded in his gross income for his last taxable year or in the gross 
income of his estate. ( Section 652 ( c) does not apply to such amounts. ) 
The gross income for the last taxable year of a beneficiary on the cash 
basis includes only income actually distributed to the beneficiary before 
his death. Income required to be distributed, but in fact distributed 
to his estate, is included in the gross income of the estate as income 
in respect of a decedent under section 691. See paragraph (e) of 
§ 1.663(c) -3 with respect to separate share treatment for the periods 
before and after the decedent’s death. If the trust does not qualify as 
a simple trust for the taxable year of the trust in which the last taxable 
year of the beneficiary ends, see section 662(c) and § 1.662 (c)-2. 

§ 1.652(c) -3 Termination of Existence of Other Benefici- 
aries. — If the existence of a beneficiary which is not an individual 
terminates, the amount to be included under section 652(a) in its 
gross income for its last taxable year is computed with reference to 
§§ 1.652(c)-! and 1.652(c) -2 as if the beneficiary were a deceased in- 
dividual, except that income required to be distributed prior to the 
termination but actually distributed to the beneficiary’s successor in 
interest is included in the beneficiary’s income for its last taxable .year. 

( c ) Illustration of the Provisions of Sections 651 and 
ooz. The rules applicable to a trust required to distribute all of its 
income currently and to its beneficiaries may be illustrated by the 
following example : 

. Example . — - (a) Under the terms of a simple trust all of the income 
is to be distributed equally to beneficiaries A and B and capital 
gams are to be allocated to corpus. The trust and both beneficiaries 
me returns on the calendar year basis. No provision is made in 
the governing instrument with respect to depreciation. During the 
taxable year 1955, the trust had the following items of income and 
expense : 


Bents 

Dividends of domestic corporations . 

Tax-exempt interest on municipal bonds_III__I_ _ 

Long-term capital gains 

Taxes and expenses directly attributable to rents_Z_ 
Trustee’s commissions allocable to income account 
Trustee’s commissions allocable to principal account 
Depreciation 


$ 25 , 000 
50 , 000 

25.000 

15.000 
5,000 
2,600 
1 , 300 
5,000 
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(b) The income of the trust for fiduciary accounting purposes is 
$92 5 400 ? computed as follows: 


Rents §25, 000 

Dividends 50, 000 

Tax-exempt interest 25,000 


Total $100, 000 

Deductions : 

Expenses directly attributable to rental income $5, 000 

Trustee’s commissions allocable to income account 2, 600 

7,600 


Income computed under section 643(b) §92,400 

One-half ($46,200) of the income of $92,400 is currently distribut- 
able to each beneficiary. 

(c) The distributable net income of the trust computed under 
section 643(a) is $91,100, determined as follows (cents are disre- 
garded in the computation) : 


Rents §25, 000 

Dividends 50, 000 

Tax-exempt interest §25, 000 

Less : Expenses allocable thereto ( 25,000/100,000 X §3,900) _ 975 

24, 025 


Total §29, 025 

Deductions : 

Expenses directly attributable to rental income §5,000 

Trustee’s commissions (§3,900 less §975 allocable to 

tax-exempt interest) 2,925 

7,925 


Distributable net income. 


$91, 100 


In computing the distributable net income of $91,100, the taxable 
income of the trust was computed with the following modifications : 
No deductions were allowed for distributions to the beneficiaries 
and for personal exemption of the trust (section 643(a)(1) and 
(2) ) ; capital gains were excluded and no deduction under section 
1202 (relating to the 50 percent deduction for long-term capital 
gains) was taken into account (section 643(a) (3) ) ; the tax-exempt 
interest (as adjusted for expenses) and the dividend exclusion of 
$50 were included (section 643(a) (5) and (7)). Since all of the 
income of the trust is required to be currently distributed, no de- 
duction is allowable for depreciation in the absence of specific pro- 
visions in the governing instrument providing for the keeping of 
the trust corpus intact. See section 167 (g) and the regulations 
thereunder. 

(d) The deduction allowable to the trust under section 651(a) 
for distributions to the beneficiaries is $67,025, computed as follows : 


Distributable net income computed under section 643(a) (see 

paragraph (e)> 

Less i 

Tax-exempt interest as adjusted §24,025 

Dividend exclusion 52 


$91, 100 


24, 075 


Distributable net income as determined under section 651(b)— §67, 025 
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Since the amount of the income ($92,400) required to be distributed 
currently by the trust exceeds the distributable net income ($67,025) 
as computed under section 651(b), the deduction allowable under 
section 651(a) is limited to the distributable net income or $67,025. 
(e) The taxable income of the trust is $7,200 computed as follows : 


Rents 

Dividends ($50,000 less $50 exclusion) 
Long-term capital gains 


$25,000 
49, 950 
15,000 


Gross income 

Deductions : 

Rental expenses 

Trustee's commissions 

Capital gain deduction 

Distributions to beneficiaries 
Personal exemption 


$5, 000 
2, 925 
7, 500 
67, 025 
300 


$89, 950 


82, 750 


Taxable income 200 

The trust is not allowed a deduction for the portion ($975) of the 
trustee’s commissions allocable to tax-exempt interest in computing 
its taxable income. 

(f ) In deter mining the character of the amounts includible in the 
gross income of A and B, it is assumed that the trustee elects to 
allocate to rents the expenses not directly attributable to a specific 
item of income other than the portion ($975) of such expenses al- 
located to tax-exempt interest. The allocation of expenses among 
the items of income is shown below : 


Tax-exempt in - 


Income for trust accounting 

purposes 

Less: 

Rental expenses 

Trustee's commissions 

Rents 
$25, 000 

5, 000 

2, 925 

Dividends 

$50, 000 

terest 

$25, 000 

975 

Total 

$100, 000 

5, 000 
3, 900 


Total deductions — 

$7, 925 

0 

$975 

$8, 900 

Character of amounts in the 
hands of the beneficiaries 

$17, 075 

$50, 000 

$24, 025 

*$91, 100 


‘Distributable net Income. 


Inasmuch as the income of the trust is to be distributed equally to A 
and B, each is deemed to have received one-half of each item of in- 
come ; that is, rents of $8,537.50, dividends of $25,000, and tax-exempt 
interest of $12,012.50. The dividends of $25,000 allocated to each 
beneficiary are to be aggregated with his other dividends (if any) 
for purposes of the dividend exclusion provided by section 116 ana 
the dividend received credit allowed under section 34. Also, each 
beneficiary is allowed a deduction of $2,500 for depreciation of rental 
property attributable to the portion (one-half) of the income of 
the trust distributed to him. 
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Estates and Trusts Which Mat Accumulate Income or Which Distribute Corpus 

§ 1.661(a) Statutory Provisions; Estates and Trusts Accumu- 
lating Income or Distributing Corpus ; Deduction for Amounts 
Required To Be Distributed Currently and Other Amounts 
Distributed. 

SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. 

(a) Deduction. — In any taxable year there shall be allowed as a de- 
duction in computing tbe taxable income of an estate or trust ( other than a 
trust to which subpart R applies), tbe sum of — 

(1) any amount of income for such taxable year required to be dis- 
tributed currently (including any amount required to be distributed 
which may be paid out of income or corpus to the extent such amount is 
paid out of income for such taxable year) ; and 

(2) any other amounts properly paid or credited or required to be 
distributed for such taxable year ; 

but such deduction shall not exceed the distributable net income of the estate 
or trust. 

§ 1.661(a)-! Estates and Trusts Accumulating Income or Dis- 
tributing Corpus; General. — Subpart C of part I, subcliapter J, 
chapter 1, of the Internal Revenue Code of 195! is applicable to all 
decedents’ estates and their beneficiaries, and to trusts and their bene- 
ficiaries other than trusts subject to the provisions of subpart B of 
part I (relating to trusts which distribute current income only, or 
“simple” trusts). A trust which is required to distribute amounts 
other than income during the taxable year may be subject to subpart 
B, and not subpart C, m the absence of an actual distribution of 
amounts other than income during the taxable year. See §§ 1.651(a)-! 
and 1.651 ( a) -3. A trust to which subpart C is applicable is referred 
to as a “complex” trust in this part. Section 661 has no application 
to amounts excluded under section 663 (a) . 

§1.661 (a) -2 Deduction for Distributions to Beneficiaries. — 

(a) In computing the taxable income of an estate or trust there is 
allowed under section 661 (a) as a deduction for distributions to bene- 
ficiaries the sum of — 

(1) The amount of income for the taxable year which is required 
to be distributed currently, and 

(2) Any other amounts properly paid or credited or required 
to be distributed for such taxable year. 

However, the total amount deductible under section 661(a) cannot 
exceed the distributable net income as computed under section 643(a) 
and as modified by section 661(c) . See § 1.661 (c)-l. 

(b) The term “income required to be distributed currently” in- 
cludes any amount required to be distributed which may be paid out 
of income or corpus (such as an annuity), to the extent it is paid out 
of income for the taxable year. See § 1.651 ( a) -2 which sets forth addi- 
tional rules which are applicable in determining whether income of 
an estate or trust is required to be distributed currently. 

(c) The term “any other amounts properly paid or credited or 
required to be distributed” includes all amounts properly paid, cred- 
ited, or required to be distributed by an estate or trust during the 
taxable year other than income required to be distributed currently. 
Thus, the term includes the payment of an annuity to the extent it is 
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not paid out of income for the taxable year, and a distribution of 
property in kind (see paragraph (f) of this section). . However, see 
section 663(a) and regulations thereunder for distributions which are 
not included, mere the income of an estate or trust may be accumu- 
lated or distributed in the discretion of the fiduciary,^ or where the 
fiduciary has a power to distribute corpus to a beneficiary, any such 
discretionary distribution would qualify under section 661(a)(2). 
The term also includes an amount applied or distributed for the 
support of a dependent of a grantor or of a trustee or cotrustee under 
the circumstances described in section 677(b) or section 678(c) out 
of corpus or out of other than income for the taxable year. 

(d) The terms “income required to be distributed currently 55 and 
“any other amounts properly paid or credited or required to be dis- 
tributed 55 also include any amount used to discharge or satisfy any 
person’s legal obligation as that term is used in § 1.662 (a) -4. 

(e) The terms “income required to be distributed currently 55 and 
“any other amounts properly paid or credited or required to be dis- 
tributed 55 do not include amounts required to be paid by a decedent’s 
estate pursuant to a court order or decree as an allowance or award 
under local law for the support of the decedent’s widow or other 
dependent for a limited period during the administration of the 
estate, except to the extent such amounts are payable out of and 
chargeable to income under the order or decree or local law. The term 
“any other amounts properly paid or credited or required to be dis- 
tributed 55 does not include the value of any interest in real estate 
owned by a decedent, title to which under local law passes directly 
from the decedent to his heirs or devisees. 

(f) If property is paid, credited, or required to be distributed in 
kind — 

(1) No gain or loss is realized by the trust or estate (or the 
other beneficiaries) by reason of the distribution, unless the dis- 
tribution is in satisfaction of a right to receive a distribution in 
a specific dollar amount or in specific property other than that 
distributed. 

(2) In determining the amount deductible by the trust or estate 
and includible in the gross income of the beneficiary the property 
distributed in kind is taken into account at its fair market value at 
the time it was distributed, credited, or required to be distributed. 

(3) The basis of the property in the hands of the beneficiary is 
its fair market value at the time it was paid, credited, or required to 
be distributed, to the extent such value is included in the gross in- 
conm of the beneficiary. To the extent that the value of property 
distributed in kind is not included in the gross income of the bene- 
ficiary, its basis in the hands of the beneficiary is governed by the 
rules in sections 1014 and 1015 and the regulations thereunder. For 
this purpose, if the total value of cash and property distributed, 
credited, or required to be distributed in kind to a beneficiary in any 
taxable year exceeds the amount includible in his gross income for 
that year, the value of the property other than cash is normally con- 
sidered as includible in his gross income only to the extent that the 
amount includible exceeds the cash paid, credited, or required to be 
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distributed to the beneficiary in that year. Further, to the extent 
that the value of different items of property other than cash is in- 
cludible in the gross income of a beneficiary in accordance with the 
preceding sentence, a pro rata portion of the total value of each item 
of property distributed, credited, or required to be distributed is 
normally considered as includible in the beneficiary ? s gross income. 

§ 1.661(b) Statutory Provisions; Estates and Trusts Accumu- 
lating Income or Distributing Corpus; Character op Amounts 
Distributed to Beneficiaries. 

SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. * * * 

(b) Character of Amounts Distributed. — The amount determined under 
subsection (a) shaU be treated as consisting of tbe same proportion of each 
class of items entering into tbe computation of distributable net income of 
tbe estate or trust as tbe total of each class bears to the total distributable 
net income of tbe estate or trust in tbe absence of the allocation of different 
classes of income under the specific terms of tbe governing instrument. In 
the application of tbe preceding sentence, the items of deduction entering 
into tbe computation of distributable net income (including tbe deduction 
allowed under section 642(c) ) shall be allocated among the items of distrib- 
utable net income in accordance with regulations prescribed by tbe Secre- 
tary or bis delegate. 

§ 1.661 (b) -1 Character of Amounts Distributed ; in General. — 
In the absence of specific provisions in the governing instrument for 
the allocation of different classes of income, or unless local law requires 
such an allocation, the amount deductible fop distributions to benefici- 
aries under section 661(a) is treated as consisting of the same propor- 
tion of each class of items entering into the computation of distribu- 
table net income as the total of each class bears to the total distributable 
net income. For example, if a trust has distributable net income of 
$20,000, consisting of $10,000 each of taxable interest and royalties and 
distributes $10,000 to beneficiary A, the deduction of $10,000 allowable 
under section 661(a) is deemed to consist of $5,000 each of taxable 
interest and royalties, unless the trust instrument specifically provides 
for the distribution or accumulation of different classes of income or 
unl ess local law requires such an allocation. See also § 1.661(c)— 1. 

§ 1.661 (b)-2 Character of Amounts Distributed When Chari- 
table CoNTRiBunoNS Are Made. — In the application of the rule stated 
in § 1.661 (b)-l, the items of deduction which enter into the computa- 
tion of distributable net income are allocated among the items of 
income which enter into the computation of distributable net income 
in accordance with the rules set forth in § 1.652(b) -3, except that, 
in the absence of specific provisions in the governing instrument, or 
unless local law requires a different apportionment, amounts paid, 
permanently set aside, or to be used for the charitable, etc., purposes 
specified in section 642(c) are first ratably apportioned among each 
class of items of income entering into the computation of the distribut- 
able net income of the estate or trust, in accordance with the rules set 
out in paragraph (b) of § 1.643 (a) -5. 
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1 1.661(c) Statutory Provisions; Estates and Trusts Accumu- 
lating Income or Distributing Corpus; Limitation on Deduction 
for Amounts Distributed to Beneficiaries. 


SEC. 661. 


DEDUCTION FOR ESTATES AND TRUSTS ACCUMULAT- 
ING INCOME OR DISTRIBUTING CORPUS. * * * 


(e) Limitation on Deduction.— No deduction shall be allowed under 
subsection ( a I in respect of any portion of the amount allowed as a deduc- 
tion under that subsection (without regard to this subsection) which is 
treated under subsection (b) as consisting of any item of distributable net 
income which is not included in the gross income of the estate or trust. 


§ 1.661(c)-! Limitation on Deduction. — An estate or trust is 
not allowed a deduction under section 661(a) for any amount which 
is treated under section 661(b) as consisting of any item of distribut- 
able net income which is not included in the gross income of the estate 
or trust. For example, if a trust has distributable net income of 
$20,000, which is deemed to consist of $10,000 of dividends and $10,000 
of tax-exempt interest, and distributes $10,000 to beneficiary A, the 
deduction allowable under section 661(a) (computed without regard 
to section 661(c)) would amount to $10,000 consisting of $5,000 of 
dividends and $5,000 of tax-exempt interest. The deduction actually 
allowable under section 661(a) as limited by section 661(c) is $4,975, 
since no deduction is allowable for the $5,000 of tax-exempt interest 
and the $25 deemed distributed out of the $50 of dividends excluded 
under section 116, items of distributable net income which are not 
included in the gross income of the estate or trust. 


§ 1.661(c) -2 Illustration of the Provisions of Section 661. — 
The provisions of section 661 may be illustrated by the following 
example : 


Example . — (a) Under the terms of a trust, which reports on the 
calendar year basis, $10,000 a year is required to be paid out of in- 
come to a designated charity. The balance of the income may, in 
the trustee’s discretion, be accumulated or distributed to beneficiary 
A. Expenses are allocable against income and the trust instrument 
requires a reserve for depreciation. During the taxable year 1955 
the trustee contributes $10,000 to charity and in his discretion dis- 
tributes $15,000 of income to A. The trust has the following items 
of income and expense for the taxable year 1955 : 


Dividends 

Partially tax-exempt interest 

Fully tax-exempt interest 

Rents 

Rental expenses 

Depreciation of rental property. 
Trustee’s commissions 


$10, 000 
10,000 
10, 000 
20, 000 
2,000 
3, 000 
5,000 


(b) The income of the trust for fiduciary accounting purposes is 
$40,000, computed as follows : 


Dividends $10, 000 

Partially tax-exempt interest 10, 000 

Fully tax-exempt interest AIII 10, 000 

Rents AZIZ 20, 000 


Total 
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Less : 

Rental expenses $2, 000 

Depreciation 3, 000 

Trustee’s commissions 5, 000 

10,000 

Income as computed under section 643(b) $40,000 

(c) The distributable net income of the trust as computed under 
section 643 (a) is $30,000, determined as follows : 

Rents $20, 000 

Dividends 10, 000 

Partially tax-exempt interest 10,000 

Fully tax-exempt interest $10,000 

Expenses allocable thereto (10, 000/50, 000 X 

$5,000) $1,000 

Charitable contributions allocable thereto 

(10,000/50,000X^10,000) 2, 000 

3, 000 

7,000 

Total $47, 000 


Deductions : 

Rental expenses $2, 000 

Depreciation of rental property 3, 000 

Trusiee’s commissions ($5,000 less $1,000 allocated to 

tax-exempt interest ) 4, 000 

Charitable contributions ($10,000 less $2,000 allocated 

to tax-exempt interest) 8,000 

17,000 

Distributable net income ( section 643 ( a ) ) $30, 000 


(d) The character of the amounts distributed under section 
661(a), determined in accordance with the rules prescribed in 
§§ 1.661 (b)~l and 1.661 (b)-2 is shown by the following table (for 
the purpose of this allocation, it is assumed that the trustee elected 
to allocate the trustee’s commissions to rental income except for the 
amount required to be allocated to tax-exempt interest) : 



Rental 

ineome 

Taxable 

dividends 

Ex- 

cluded 

divi- 

dends 

Partially 

tax-exempt 

interest 

Tax-exempt 

interest 

Total 

Trust income — 

$20, 000 

$9, 950 

$50 

$10, 000 

$10, 000 

$50, 000 

Less: 

Charitable contri- 
butions 

4, 000 

2, 000 


2, 000 

2, 000 

10, 000 

Rental expenses __ 

2, 000 




2, 000 

Depreciation — 
Trustee’s com- 
missions 

3, 000 





3, 000 

4, 000 




1, 000 

5, 000 

Total deduc- 
tions — 

$13, 000 

$2, 000 

0 

$2, 000 

$3, 000 

$20, 000 

Distributable net in- 





$7,000 

$30, 000 

come 

$7, 000 

$7, 950 

$50 

$8, 000 

Amounts deemed dis- 
tributed under sec- 
tion 661(a) before 
applying the limi- 
tation of section 
661(c) 

i 

i 

3, 500 

3, 975 

25 

4, 000 

3,500 

; 

15, 000 
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In the absence of specific provisions in the trust instrument for the 
allocation of different classes of income, the charitable contribution is 
deemed to consist of a pro rata portion of the gross amount of each 
item of income of the trust (except dividends excluded under section 
116) and the trust is deemed to have distributed to A a pro rata por- 
tion (one-half) of each item of income included in distributable net 
income. 

(e) The taxable income of the trust is $11,375 computed as follows : 


Rental income . $20, 000 

Dividends ($10,000 less $50 exclusion) 9, 950 

Partially tax-exempt interest 10, 000 


Gross income $39, 950 

Deductions : 

Rental expenses $ 2, 000 

Depreciation of rental property 3, 000 

Trustee’s commissions - 4, 000 

Charitable contributions 8, 000 

Distributions to A 11, 475 

Personal exemption 100 

28, 575 


Taxable income $11, 375 


In computing the taxable income of the trust no deduction is allow- 
able for the portions of the charitable contributions deduction 
($2,000) and trustee’s commissions ($1,000) which are treated under 
section 661(b) as attributable to the tax-exempt interest excludable 
from gross income. Also, of the dividends of $4,000 deemed to have 
been distributed to A under section 661(a), $25 ( 2 %oths of $50) is 
deemed to have been distributed from the excluded dividends and 
is not an allowable deduction to the trust. Accordingly, the deduc- 
tion allowable under section 661 is deemed to be composed of $3,500 
rental income, $3,975 of dividends, and $4,000 partially tax-exempt 
interest. jNTo deduction is allowable for the portion of tax-exempt 
interest or for the portion of the excluded dividends deemed to have 
been distributed to the beneficiary. 

(f) The trust is entitled to the credit allowed by section 34 with 
respect to dividends of $5,975 ($9,950 less $3,975 distributed to A) 
included in gross income. Also, the trust is allowed the credit pro- 
vided by section 35 with respect to partially tax-exempt interest of 
$6,000 ($10,000 less $4,000 deemed distributed to A) included in 
gross income. 

. (s) Dividends of $4,000 allocable to A are to be aggregated with 
his other dividends (if any) for purposes of the dividend exclusion 
under section 116 and the dividend received credit under section 34. 

§ 1-662 (a) Statutory Provisions; Estates and Trusts Which 
May Accumulate Income or Which Distribute Corpus; Inclusion 
of Amounts in Gross Income or Beneficiaries. 

SEC. 662. INCLUSION OB’ AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF ESTATES AND TRUSTS ACCUMULAT- 
ING INCOME OR DISTRIBUTING CORPUS. 

(a) Inclusion— S ubject to subsection (b), there shall be included in 
me gross income of a beneficiary to whom an amount specified in section 
o6I(a) is paid, credited, or required to be distributed (by an estate or trust 
described m section 661), the sum of the following amounts : 

§ 1 . 662 (a) 



311 


(1) Amounts required to be distributed currently. — Tiie 'amount of 
Income for the taxable year required to be distributed currently to such 
beneficiary, whether distributed or not. If the amount of income re- 
quired to be distributed currently to all beneficiaries exceeds the dis- 
tributable net income (computed without the deduction allowed by 
section 642 (e) , relating to deduct! on .for charitable, etc., purposes) of the 
estate or trust, then, in lieu of the amount provided In the preceding 
sentence, there shall be included in the gross income of the beneficiary 
an amount which bears the same ratio to distributable net income { as so 
computed) as the amount of income required to be distributed cur- 
rently to such beneficiary bears to the amount required to be distributed 
currently to all beneficiaries. For purposes of this section, the phrase 
“the amount of income for the taxable year required to be distributed 
currently” includes any amount required to be paid out of income or 
corpus to the extent such amount is paid out of Income for such taxable 
year. 

(2) Other amounts distributed. — All other amounts properly paid, 
credited, or required to be distributed to such beneficiary for the taxable 
year. If the sum of — 

(A) the amount of income for the taxable year required to be 
distributed currently to all beneficiaries, and 

(B) all other amounts properly paid, credited, or required to be 
distributed to all beneficiaries 

exceeds the distributable net income of the estate or trust, then, in lieu 
of the amount provided in the preceding sentence, there shall be in- 
cluded in the gross income of the beneficiary an amount -which bears 
the same ratio to distributable net income (reduced by the amounts 
specified in (A) ) as the other amounts properly paid, credited or re- 
quired to be distributed to the beneficiary bear to the other amounts 
properly paid, credited, or required to be distributed to all beneficiaries. 

§ 1.662 ( a) -1 Inclusion of Amounts in Gross Income of Bene- 
ficiaries of Estates and Complex Trusts ; General. — There is in- 
cluded in the gross income of a beneficiary of an estate or complex 
trust the sum of — 

(1) Amounts of income required to he distributed currently to 
him, and 

(2) All other amounts properly paid, credited, or required to 
be distributed to him 

by the estate or trust. The preceding sentence is subject to the rules 
contained in § 1.662(a)-2 (relating to currently distributable income), 
§ 1.662 (a)-3 (relating to other amounts distributed) , and §§ 1.662(b)- 
1 and 1.662(b) -2 (relating to character of amounts). Section 662 
has no application to amounts excluded under section 663(a). 

§ 1.662 (a) -2 Currently Distributable Income. — (a) There is 
first included in the gross income of each beneficiary under section 
662(a) (1) the amount of income for the taxable year of the estate 
or trust required to be distributed currently to him, subject to the 
provisions of paragraph (b) of this section. Such amount is included 
in the beneficiary’s gross income whether or not it is actually dis- 
tributed. 

(b) If the amount of income required to be distributed currently 
to all beneficiaries exceeds the distributable net income (as defined in 
section 643(a) but computed without taking into account the pay- 
ment, crediting, or setting aside of an amount for which a charitable 
contributions deduction is allowable under section 642(c)) of the 
estate or trust, then there is included in the gross income of each 
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beneficiary an amount which bears the same ratio to distributable net 
income (as so computed) as the amount of income required to be 
distributed currently to the beneficiary bears to the amount required 
to be distributed currently to all beneficiaries. 

(c) The phrase “the amount of -income for the taxable year required 
to be distributed currently” includes any amount required to be paid 
out of income or corpus to the extent the amount is satisfied out of 
income for the taxable year. Thus, an annuity required to be paid 
in all events (either out of income or corpus) would qualify as income 
required to be distributed currently to the extent there is income (as 
defined in section 643(b)) not paid, credited, or required to be dis- 
tributed to other beneficiaries for the taxable year. If an annuity 
or a portion of an annuity is deemed under this paragraph to be 
income required to be distributed currently, it is treated in all respects 
in the same manner as an amount of income actually required to be 
distributed currently. 

(d) If an annuity is paid, credited, or required to be distributed 
tax free, that is, under a provision wdiereby the executor or trustee 
will pay the income tax of the annuitant resulting from the receipt of 
the annuity, the payment of or for the tax by the executor or trustee 
will be treated as income paid, credited, or required to be distributed 
currently to the extent it is made out of income. 

(e) The application of the rules stated in this section may be illus- 
trated by the following examples : 

Example (./). (1) Assume that under the terms of the trust 

instrument $5,000 is to be paid to X charity out of income each year ; 
that $20,000 of income is currently distributable to A ; and that an 
annuity of $12,000 is to be paid to B out of income or corpus. All 
expenses are charges against income and capital gains are allocable 
to corpus. During the taxable year the trust had income of 
$30,000 (after the payment of expenses) derived from taxable 
interest and made the payments to X charity and distributions to 
A and B as required by the governing instrument. 

(2) The amounts treated as distributed currently under section 
662(a)(1) total $25,000 ($20,000 to A and $5,000 to B). Since 
the charitable contribution is out of income, the amount of income 
available for B’s annuity is only $5,000. The distributable net 
income of the trust computed under section 643(a) without taking 
into consideration the charitable contributions deduction of $5,000 
as provided by section 661(a)(1), is $30,000. Since the amounts 
treated as distributed currently of $25,000 do not exceed the dis- 
tributable net income (as modified) of $30,000, A is required to 
include $20,000 in his gross income and B is required to include 
$5,000 in his gross income under section 662(a) (1). 

Example (£). Assume the same facts as in paragraph (1) of 
example (1), except that the trust has, in addition, $10,000 of ad- 
ministration expenses, commissions, etc., chargeable to corpus. The 
amounts treated as distributed currently under section 662(a) (1) 
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total $25,000 ($20,000 to A and $5,000 to B) , since trust income under 
section 643(b) remains the same as in example (1). Distributable 
net income of the trust computed under section 643(a) but without- 
taking into account the charitable contributions deduction of 
$5,000 as provided by section 662(a) (1) is only $20,000. Since the 
amounts treated as distributed currently of $25,000 exceed the dis- 
tributable net income (as so computed) of $20,000, A is required to 
include $16,000 (20,000/25,000 of $20,000) in his gross income and 
B is required to include $4,000 (5,000/25,000 of $20,000) in his 

S ross income under section 662(a) (1). Because A. and B are bene- 
ciaries of amounts of income required to be distributed currently, 
they do not benefit from the reduction of distributable net income 
by the charitable contributions deduction. 

§1.662 (a) -3 Other Amounts Distributed. — (a) There is in- 
cluded in the gross income of a beneficiary under section 662(a) (2) 
any amount properly paid, credited, or required to be distributed 
to the beneficiary for the taxable year, other than (1) income required 
to be distributed currently, as determined under § 1.662(a)— 2, (2) 
amounts excluded under section 663(a) and the regulations there- 
under, and (3) amounts in excess of distributable net income (see 
paragraph (c) of this section). An amount which is credited or re- 
quired to be distributed is included in the gross income of a beneficiary 
whether or not it is actually distributed. 

(b) Some of the payments to be included under paragraph (a) of 
this section are: (1) A distribution made to a beneficiary in the dis- 
cretion of the fiduciary; (2) a distribution required by the terms of 
the governing instrument upon the happening of a specified event; 
(3) an annuity which is required to be paid in all events but which 
is payable only out of corpus; (4) a distribution of property in kind 
(see paragraph (f) of §1.661 (a) -2; and (5) an amount applied or 
distributed for the support of a dependent of a grantor or a trustee 
or cotrustee under the circumstances specified in section 6i7(b) or 
section 678 (c) out of corpus or out of other than income for the tax- 
able year. 

(e) If the s um of the amounts of income required to be distributed 
currently (as determined under § 1.662 (a)-2) and other amounts 
properly paid, credited, or required to be distributed (as determined 
under paragraph (a) of this section) exceeds distributable net income 
(as defined in section 643 ( a) ) , then such other amounts properly paid, 
credited, or required to be distributed are included in gross income 
of the beneficiary but only to the extent of the excess of such dis- 
tributable net income over the amounts of income required to be dis- 
tributed currently. If the other amounts are paid, credited, or required 
to be distributed to more than one beneficiary, each beneficiary includes 
in gross income his proportionate share of the amount includible m 
gross income pursuant to the preceding sentence. The proportionate 
share is an amount which bears the same ratio to distributable net 
income (reduced by amounts of income required to be distributed 
currently) as the other amounts (as determined under paragraphs (a) 
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and (d) of this section) distributed to the beneficiary bear to the other 
amounts distributed to all beneficiaries. For treatment of excess dis- 
tributions by trusts, see sections 665 to 668, inclusive, and the regula- 
tions thereunder. 

(d) The application of the rules stated in this section may be illus- 
trated by the following example : 

Example . — The terms of a trust require the distribution annually 
of $10,000 of income to A. If any income remains, it may be accu- 
mulated or distributed to B, C, and D in amounts in the trustee’s 
discretion. He may also invade corpus for the benefit of A, B, 
C, or D. In the taxable year, the trust has $20,000 of income after 
the deduction of all expenses. Distributable net income is $20,000. 
The trustee distributes $10,000 of income to A. Of the remaining 
810,000 of income, he distributes $3,000 each to B, C, and D, and also 
distributes an additional $5,000 to A. A includes $10,000 in income 
under section 662 (a) (1). The “other amounts distributed” amount 
to $14,000, Includible in the income of the recipients to the extent of 
$ 10 , 000 , distributable net income less the income currently distrib- 
utable to A. A will include an additional $8,571 (5,000/14,000 X 
$10,000) in income under this section, and B, C, and D will each 
Include $2,143 (3,000/14,000 X $10,000) . 

§1.662(a)-4 Amounts Used in Discharge of a Legal Obliga- 
tion. — Any amount which, pursuant to the terms of a will or trust 
instrument, is used in full or partial discharge or satisfaction of a 
legal obligation of any person is included in the gross income of such 
person under section 662(a) (1) or (2), whichever is applicable, as 
though directly distributed to him as a beneficiary, except in cases 
to which section 71 (relating to alimony payments) or section 682 
(relating to income of a trust in case of divorce, etc.) applies. The 
term “legal obligation” includes a legal obligation to support another 
person If, and only if, the obligation is not affected by the adequacy 
of the dependent’s own resources. For example, a parent has a “legal 
obligation’ within the meaning of the preceding sentence to support 
his minor child If under local law property or income from property 
owned by the child cannot be used for his support so long as his parent 
is able to support him. On the other hand, if under local law a mother 
may use the resources of a child for the child’s support in lieu of 
supporting him herself, no obligation of support exists within the 
meaning of this paragraph, whether or not income is actually used 
for support. Similarly, since under local law a child ordinarily is 
obligated to support his parent only if the parent’s earnings and 
resources are insufficient for the purpose, no obligation exists whether 
or not the parent’s earnings and resources are sufficient. In any event, 
the amount of trust income which is included in the gross income of a 
person obligated to support a dependent is limited by the extent of 
his legal obligation under local law. In the case of a parent’s obliga- 
tion to support his child, to the extent that the parent’s legal obligation 
of support, including education, is determined under local law by the 
family s station in life and by the means of the parent, it is to be 
determined without consideration of the trust income in question. 
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§ 1.662(b) Statutory Provisions : Estates and Trusts Which 
May Accumulate Income or Which Distribute Corpus; Character 
op Amounts in the Hands of Beneficiaries. 

SEC. 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OP ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. * * * 

(b) Character op Amounts. — The amounts determined under subsection 
(a) shall have the same character in the hands of the beneficiary as in the 
hands of the estate or trust. For this purpose, the amounts shall be treated 
as consisting of the same proportion of each class of items entering into the 
computation of distributable net income as the total of each class bears to 
the total distributable net income of the estate or trust unless the terms of 
the governing instrument specifically allocate different classes of income to 
different beneficiaries. In the application of the preceding sentence, the 
items of deduction entering into the computation of distributable net income 
(including the deduction allowed under section 642(c)) shall be allocated 
among the items of distributable net income in accordance with regulations 
prescribed by the Secretary or his delegate. In the application of this sub- 
section to the amount determined under paragraph (1) of subsection (a), 
distributable net income shall be computed without regard to any portion of 
the deduction under section 642(c) which is not attributable to income of 
the taxable year. 

§ 1.662(b)-! Character of Amounts; When No Charitable 
Contributions Are Made. — In determining the amount includible in 
the gross income of a beneficiary, the amounts which are determined 
under section 662(a) and §§ 1.662(a)-! through 1.662(a)-4 shall have 
the same character in the hands of the beneficiary as in the hands of 
the estate or trust. The amounts are treated as consisting of the same 
proportion of each class of items entering into the computation of 
distributable net income as the total of each class bears to the total 
distributable net income of the estate or trust unless the terms of the 
governing instrument specifically allocate different classes of income 
to different beneficiaries, or unless local law requires such an allocation. 
For this purpose the principles contained in § 1.652 (b)-l shall apply. 

§ 1.662(b) -2 Character of Amounts; When Charitable Con- 
tributions Are Made. — When a charitable contribution is made, the 
principles contained in §§ 1.652(b)-l and 1.662(b)-l generally apply. 
However, before the allocation of other deductions among the items of 
distributable net income, the charitable contributions deduction al- 
lowed under section 642(c) is (in the absence of specific allocation 
under the terms of the governing instrument or the requirement under 
local law of a different allocation) allocated among the classes of 
income entering into the computation of estate or trust income in 
accordance with the rules set forth in paragraph (b) of § 1.643 (a) -5. 
In the application of the preceding sentence, for the purpose of allo- 
cating items of income and deductions to beneficiaries to whom income 
is required to be distributed currently, the amount of the charitable 
contributions deduction is disregarded to the extent that it exceeds the 
income of the trust for the taxable year reduced by amounts for the 
taxable year required to be distributed currently. The application 
of this section may be illustrated by the following examples (of which 
example (1) is illustrative of the preceding sentence) : 

Example (1). (a) A trust instrument provides that $30,000 of 

its income must be distributed currently to A, and the balance may 
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either be distributed to B, distributed to a designated chanty, or 
accumulated. Accumulated income may be distributed to B and to 
the charity. The trust for its taxable year has $40,000 of taxable 
interest and $10,000 of tax-exempt income, with no expenses. The 
trustee distributed $30,000 to A, $50,000 to charity X, and $10,000 
to B. . . 

(b) Distributable net income for the purpose of determining the 
character of the distribution to A is $30,000 (the charitable con- 
tributions deduction, for this purpose, being taken into account only 
to the extent of $20,000, the difference between the income of the 
trust for the taxable year, $50,000, and the amount required to be 
distributed currently, $30,000), 

(c) The charitable contributions deduction taken into account, 
$20,000, is allocated proportionately to the items of income of the 
trust, $16,000 to taxable interest and $4,000 to tax-exempt income. 

(d) Under section 662(a) (1), the amount of income required to 
be distributed currently to A is $30,000, which consists of the balance 
of these items, $24,000 of taxable interest and $6,000 of tax-exempt 
income. 

(e) In determining the amount to be included in the gross income 
of B under section 662 for the taxable year, however, the. entire 
charitable contributions deduction is taken into account, with the 
result that there is no distributable net income and therefore no 
amount to be included in gross income. 

(f) See sections 665 through 668 (subpart D) for application of 
the throwback provisions to the distribution made to B. 

Example (£). The net income of a trust is payable to A for life, 
with the remainder to a charitable organization. Under the terms 
of the trust instrument and local law capital gains are added to 
corpus. During the taxable year the trust receives dividends of 
$10,000 and realized a long-term capital gain of $10,000, for which 
a long-term capital gain deduction of $5,000 is allowed under sec- 
tion 1202.. Since under the trust instrument and local law the 
capital gains are allocated to. the charitable organization, and since 
the capital gain deduction is directly attributable to the capital 
gain, the charitable contributions deduction and the capital gain 
deduction are both allocable to the capital gain, and dividends in 
the amount of $10,000 are allocable to A. 

§ 1.662(c) Statutory Provisions ; Estates and Trusts Which 
May Accumulate Income or Which Distribute Corpus ; Different 
Taxable Years. 

SEC. 662 . INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE- 
FICIARIES OF ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. * * * 

(<0 Different Taxable Years. — If the taxable year of a beneficiary is 
different from that of the estate or trust, the amount to be included in the 
gross income of the beneficiary sbaU be based on the distributable net income 
of the estate or trust and the amounts properly paid, credited, or required 
to be distributed to the beneficiary during any taxable year or years of the 
estate or trust ending within or with bis taxable year. 

.§ 1.662(c)— 1 Different Taxable Years. — If a beneficiary has a 
different taxable year (as defined in section 441 or 442) from the tax- 
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able year of an estate or trust, the amount he is required to include in 
gross income in accordance with section 662(a) and (b) is based upon 
the distributable net income of the estate or trust and the amounts 
properly paid, credited, or required to be distributed to the beneficiary 
for any taxable year or years of the estate or trust ending with or with- 
in his taxable year. This rule applies as to so-called short taxable 
years as well as taxable years of normal duration. Income of an estate 
or trust for its taxable year or years is determined in accordance with 
its method of accounting and without regard to that of the beneficiary. 

§ 1.662(c) -2 Death of Individual Beneficiary. — I f an amount 
specified in section 662(a) (1) or (2) is paid, credited, or required to be 
distributed by an estate or trust for a taxable year which does not end 
with or within the last taxable year of a beneficiary (because of the 
beneficiary's death), the extent to which the amount is included in the 
gross income of the beneficiary for his last taxable year or in the gross 
income of his estate is determined by the computations under section 
662 for the taxable year of the estate or trust in which his last taxable 
year ends. Thus, the distributable net income and the amounts paid, 
credited, or required to be distributed for the taxable year of the 
estate or trust, determine the extent to which the amounts paid, 
credited, or required to be distributed to the beneficiary are included in 
his gross income for his last taxable year or in the gross income of his 
estate. (Section 662(c) does not apply to such amounts.) The gross 
income for the last taxable year of a beneficiary on the cash basis 
includes only income actually distributed to the beneficiary before his 
death. Income required to be distributed, but in fact distributed to 
his estate, is included in the gross income of the estate as income in 
respect of a. decedent under section 691. See paragraph (e)^ of § 1.663- 
(c)-3 with respect to separate share treatment for the periods before 
and after the death of a trust's beneficiary. 

§ 1.662(c) -3 Termination of Existence of Other Benefici- 
aries. — If the existence of a beneficiary which is not an individual 
terminates, the amount to be included under section 662(a) in its gross 
income for the last taxable year is computed with reference to §§ 1.662- 
( c ) — 1 and 1.662(c) -2 as if the beneficiary were a deceased individual, 
except that income required to be distributed prior to the termination 
but actually distributed to the beneficiary’s successor in interest is 
included In the beneficiary’s income for its last taxable year. 

§ 1.662 ( c) — I Illustration of the Provisions of Sections 661 &kd 
662. — The provisions of sections 661 and 662 may be illustrated in 
general by the following example : 

Exam pie. (a) Under the terms of a testamentary trust, one-half 
of the trust income is to be distributed currently to W, the decedent’s 
wife, for her life. The remaining trust income may, in the trustee's 
discretion, either be paid to D, the grantor’s daughter, paid to. desig- 
nated charities, or accumulated. The trust is to terminate at the 
death of TF and the principal will then be payable to D. No pro- 
vision is made in the trust instrument with respect to depreciation 
of rental property. Capital gains are allocable to the principal 
account under the applicable local law. The trust and both bene- 
ficiaries file returns on the calendar year basis. The records of the 
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fiduciary show the following items of income and deduction for the 
taxable year 1955 : 


Bents — $50, 000 

Dividends of domestic corporations 50, 000 

Tax-exempt interest 20, 000 

Partially tax-exempt interest — 10, 000 

Capital gains (longterm) 20,000 

Depreciation of rental property 10, 000 

Expenses attributable to rental income 15, 400 

Trustee’s commissions allocable to income account — 2, 800 

Trustee’s commissions allocable to principal account 1 , 100 


(b) The income for trust accounting purposes is $111,800, and the 
trustee distributes one-half ($55,900i) to W and in his discretion 
makes a contribution of one-quarter ($27,950) to charity X and dis- 
tributes the remaining one-quarter ($27,950) to D. The total of the 
distributions to beneficiaries is $83,850, consisting of (1) income re- 
quired to be distributed currently to W of $55,900 and (2) other 
amounts properly paid or credited to D of $27,950. The income for 
trust accounting purposes of $111,800 is determined as follows : 


Bents $ 50, 000 

Dividends 50, 000 

Tax-exempt interest 20 , 000 

Partially tax-exempt interest 10, 000 


Total $130, 000 

Dess : 

Bental expenses $15, 400 

Trustee’s commissions allocable to income account 2, 800 

18, 200 


Income as computed under section 643 (b) $ 111 , 800 

(c) The distributable net income of the trust as computed under 
section 643(a) is $82,750, determined as follows : 

Bents $ 50 , 000 

Dividends 50,000 

Partially tax-exempt interest 10, 000 

Tax-exempt interest $20, 000 

Dess : 

Trustee’s commissions aUocable thereto 


Charitable contributions allocable thereto 

(20,000/130,000 of $27,950) 4,300 

4, 900 

— 15, 100 


Total $125, 100 

Deductions : 

Bental expenses $ 15 ^ 400 

Trustee’s commissions ($3,900 less $600 aUocated to 

tax-exempt interest) 3,300 

Charitable deduction ($27,950 less $4,300 attributable 

to tax-exempt interest) 23, 650 

" 1 42, 350 


Distributable net income $82, 750 


In computing the distributable net income of $82,750, the taxable in- 
come of the trust was computed with the follow ing modifications : 
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No deductions were allowed for distributions to beneficiaries and for 
personal exemption of the trust ( section 643 (a)(1) and (2) ) : capital 
gains were excluded and no deduction under section 1202 (relating 
to the 50 percent deduction for long-term capital gains) was taken 
into account (section 643(a) (3)) ; and the tax-exempt interest (as 
adjusted for expenses and charitable contributions) and the divi- 
dend exclusion of $50 were included (section 643(a) (5) and (7)). 

(d) Inasmuch as the distributable net income of $82,750 as deter- 
mined under section 643(a) is less than the sum of the amounts dis- 
tributed to W and I) of $83,850, the deduction allowable to the trust 
under section 661(a) is such distributable net income as modified 
under section 661(c) to exclude therefrom the items of income not 
included in the gross income of the trust, as follows : 

Distributable net income $82, 7->o 

Less : 

Tax-exempt interest (as adjusted for expenses and 

the charitable contributions) $15,100 

Dividend exclusion allowable under section 116 50 


Deduction allowable under section 661(a) $67, 6(H) 

(e) For the purpose of determining the character of the amounts 
deductible under section 642(c) and section 661(a), the trustee 
elected to offset the trustee's commissions (other than the portion 
required to be allocated to tax-exempt interest ) against the rental 
income. The following table shows the determination of the char- 
acter of the amounts deemed distributed to beneficiaries and con- 
tributed to charity : 



Rents 

Taxable 

dividends 

Exclud- 
ed divi- 
dends 

Tax- 

exempt 

interest 

Partially 

tax-exempt 

interest 

Total 

TYnftf, ine.nrrm 

$50, 000 

10, 750 

ip; 400 

$49, 950 

$50 

$20, 000 

$10, 000 

$130, 000 

Charitable eontri- 

10, 750 


4,300 

2,150 

27, 950 

Rental expenses — 
Trustee’s commis- 
sions — 



15, 400 

luj wu 

3, 300 



600 


3, 900 

Total deductions- - 

$29. 450 

$10,750 

0 

! $4, 900 

$2, 150 

S47, 250 

Amounts distributable 
to beneficiaries — 

§20, 550 

I 

$39, 200 

i $50 

i 

$15. 100 

i 

$7, 850 

i 

; $82, 750 

i 


The character of the charitable contribution is determined by multi- 
plying the total charitable contribution ($27,950) by a fraction con- 
sisting of each item of trust income, respectively, over the total 
trust income, except that no part of the dividends excluded from 
gross income are deemed included in the charitable contribution. 
For example, the charitable contribution is deemed to consist of 
rents of $10,750 ( 50,000/ 130,000 X$2 1,9«>0) . 
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(£) Tlie taxable income of the trust is $9,900 determined as 
follows : 


Rental income $50, 000 

Dividends ($50,000 less $50 exclusion) 49,950 

Partially tax-exempt interest ' 10,000 

Capital gains 20,000 


Gross income $129, 950 

Deductions : 

Rental expenses $15,400 

Trustee’s commissions 3, 300 

Charitable contributions 23, 650 

Capital gain deduction 10, 000 

Distributions to beneficiaries 67, 600 

Personal exemption 100 

120, 050 


Taxable income $9, 900 

(g) In computing the amount includible in W’s gross income 
under section 662(a) ( 1 ) , the $55,900 distribution to her is deemed to 
be composed of the following proportions of the items of income 
deemed to have been distributed to the beneficiaries by the trust 
(see paragraph (e) of this section) : 


Rents (20, 550/82, 750X$55, 900) $13, 882 

Dividends (39,250/82, 750X$55, 900) 26, 515 

Partially tax-exempt interest (7, 850/82, 750X$55, 900) 5,303 

Tax-exempt interest (15,100/82,750X$55,900) 10,200 


Total 


$55, 900 


Accordingly, W will exclude $10,200 of tax-exempt interest from 
gross income and will receive the credits and exclusion for dividends 
received and for partially tax-exempt interest provided in sections 
34, 116, and 35, respectively, with respect to the dividends and par- 
tially tax-exempt interest deemed to have been distributed to her, 
her share of the dividends being aggregated with other dividends 
received by her for purposes of the dividend credit and exclusion. 
In addition, she may deduct a share of the depreciation deduction 
proportionate to the trust income allocable to her; that is, one-half 
of the total depreciation deduction, or $5 ,000. 

. (b) Inasmuch as the sum of the amount of income required to be 
distributed currently to W ($55,900) and the other amounts prop- 
erly paid, credited, or required to be distributed to D ($27,950) 
exceeds the distributable net income ($82,750) of the trust as de- 
tOTmned imdOT section 643(a), D is deemed to have received $26,850 
($82, <50 Jess $55,900) for income tax purposes. The character of 
the amounts deemed distributed to her is determined as follows : 


Rents ( 20,550/82, 750X $26,850) 

Dividends ( 39,250/82,750 X $26,850) Z 

Partially tax-exempt interest (7,850/82,750 X $26,850) 
Tax-exempt interest ( 15,100/82,750 X $26,850) 


$ 6 , 668 
12,735 
2, 547 
4, 900 


— oou 

Accordingly, D will exclude $4,900 of tax-exempt interest from 
gross income and will receive the credits and exclusion for dividends 
received and for partially tax-exempt interest provided in sections 
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M, 116. and 35, respectively, with respect to the dividends and par- 
tially tax-exempt interest deemed to have been, distributed to her, 
her share of the dividends being aggregated with other dividends 
received hy her for purposes of the dividend credit and exclusion. 
In addition, she may deduct a share of the depreciation deduction 
proportionate to the trust income allocable to her : that is, one-fourth 
of the total depreciation deduction, or $2,500. 

(i) [Reserved] 

(j) The remaining $*2,500 of the depreciation deduction is allo- 
cated to the amount distributed to charity X and is hence non- 
deductible by the trust, YT, or D. (See § 1.612(e)-!.) 

§ 1.663 ( a) Statutory Provisions ; Estates and Complex Trusts ; 
Special Rules Applicable to Sections 661 and 662 ; Exclusions. 

SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 661 AND 662. 

(a) Exclusions. — There shall not be included as amounts falling within 
section 661 « a ) or 662 ( a ) — 

(1) Gifts, bequests, etc. — Any amount which, under the terms of the 
governing instrument, is properly paid or credited as a gift or bequest 
of a specific stun of money or of specific property and which is paid or 
credited all at once or in not more than 3 installments. For this purpose 
an amount which can be paid or credited only from the income of the 
estate or trust shall not be considered as a gift or bequest of a specific 
sum of money. 

(2) Charitable, etc., distributions. — Any amount paid or perma- 
nently set aside or otherwise qualifying for the deduction provided in 
section 642(c) (computed without regard to section 681). 

(3) Denial of double deduction. — Any amount paid, credited, or dis- 
tributed in the taxable year, if section 651 or section 661 applied to such 
amount for a preceding taxable year of an estate or trust because 
credited or required to be distributed in such preceding taxable year. 

§1.663 (a)-l Special Rules Applicable to Sections 661 and 662; 
Exclusions; Gifts, Bequests, etc. — (a) In general. — A gift or be- 
quest of a specific sum of money or of specific property, which is 
required by the specific terms of the will or trust instrument and is 
properly paid or credited to a beneficiary, is not allowed as a deduc- 
tion to an estate or trust under section 661 and is not included in the 
gross income of a beneficiary under section 662, unless under the terms 
of the will or trust instrument the gift or bequest is to be paid or 
credited to the recipient in more than three installments. Thus, in 
order for a gift or bequest to be excludable from the gross income of 
the recipient. (1) it must qualify as a gift or bequest of a specific sum 
of money or of specific property (see paragraph (b) of this section), 
and (2) the terms of the governing instrument must not provide for 
its payment in more than three installments (see paragraph (c) of 
this section). The date when the estate came into existence or the date 
when the trust was created is immaterial. 

(b) Definition of a gift or bequest of a specific sum of money or of 
specific property . — (1) In order to qualify as a gift or bequest of a 
specific sum of money or of specific property under section 663(a), 
the amount of money or the identity of the specific property must be 
ascertainable under the terms of a testators will as of the date of his 
death, or under the terms of an inter vivos trust instrument as of the 
date of the inception of the trust. For example, bequests to a deced- 

§ 1.663(a)-! (b)(1) 



322 


ent’s son of the decedent’s interest in a partnership and to his 
daughter of a sum of money equal to the value of the partnership 
interest are bequests of specific property and of a specific sum of 
money, respectively. On the other hand, a bequest to the decedent’s 
spouse of money or property, to be selected by the decedent’s executor, 
equal in value to a fraction of the decedent’s “adjusted gross estate” is 
neither a bequest of a specific sum of money or of specific property. 
The identity of the property and the amount of money specified in 
the preceding sentence are dependent both on the exercise of the execu- 
tor's discretion and on the payment of administration expenses and 
other charges, neither of which are facts existing on the date of the 
decedent’s "death. It is immaterial that the value of the bequest is 
determinable after the decedent’s death before the bequest is satisfied 
(so that gain or loss may be realized by the estate in the transfer of 
property in satisfaction of it) . 

(2) The following amounts are not considered as gifts or bequests 
of a sum of money or of specific property within the meaning of this 
paragraph : 

(!) An amount which can be paid or credited only from the 
income of an estate or trust, whether from the income for the 
year of payment or crediting, or from the income accumulated 
from a prior year ; 

(ii) An annuity, or periodic gifts of specific property in lieu 
of or having the effect of an annuity ; 

(iii) A residuary estate or the corpus of a trust; or 

(iv^ A gift or bequest paid in a lump sum or in not more than 
three installments^ if the gift or bequest is required to be paid in 
more than three installments under the terms of the governing 
instrument. 

(3) The provisions of subparagraphs (1) and (2) of this para- 
graph may be illustrated by the following examples, in which it is 
assumed that the gift or bequest is not required to be made in more than 
three installments (see paragraph (c)) : 

Example ( 1 ). Under the terms of a will, a legacy of $5,000 was 
left to A, 1,000 shares of X company stock was left to W, and the bal- 
ance of the estate was to be divided equally between W and X. X o 
provision was made in the will for the disposition of income of the 
estate during the period of administration. The estate had income of 
$25,000 during the taxable year 1954, which was accumulated and 
added to corpus for estate accounting purposes. During the taxable 
year, the executor paid the legacy of $5,000 in a lump sum to A and 
transferred the X company stock to W. No other distributions to 
beneficiaries were made during the taxable year. The distributions 
to A and W qualify as exclusions within the meaning of section 
663(a)(1). 

Example ($). Under the terms of a will, the testator’s estate was 
to be divided equally between A and B. No provision was made in 

Y 1 . . r the disposition of income of the estate during the period 
of administration. The estate had income of $50,000 for the taxable 
year 1954. In accordance with an agreement among the beneficiaries 
that part of the assets of the estate would be distributed in kind to 
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the beneficiaries, stock in corporation X was distributed to A during 
195 A The fairmarket- value of the stock was $10,000 on the date of 
distribution. Xo other distribution was made during the year. The 
distribution does not qualify as an exclusion within the meaning of 
section 663(a) (1), since it is not a specific gift to A required by the 
terms of the will. Accordingly, the fair market value of the property 
($10,000) represents a distribution within the meaning of section 
661(a) and section 662(a) (see paragraph (c) of § 1.661 (a)-2). 

Example (3). Under the terms of a trust instrument, income is 
to be accumulated during the minority of A. Upon A's reaching the 
age of 21, $10,000 is to be distributed to B out of income or corpus. 
Also at that time, $10,000 is to be distributed to C out of the accumu- 
lated income and the remainder of the accumulations are to he paid 
to A. A is then to receive all the income until he is 25, when the trust 
is to terminate. Only the distribution to B would qualify for exclu- 
sion under section 663(a) (1). 

(4) A gift or bequest of a specific sum of money or of specific prop- 
erty is not disqualified under this paragraph solely because its pay- 
ment is subject to a condition. For example, provision for a payment 
by a trust to beneficiary A of $10,000 when he reaches age 25, and 
$10,000 when he reaches age 30, with payment over to B of any amount 
not paid to A because of his death, is a gift to A of a specific sum of 
money payable in two installments, within the meaning of this para- 
graph, even though the exact amount payable to A cannot be ascer- 
tained with certainty under the terms of the trust instrument. 

(c) Installment j>at/ men fs. — (1) In determining whether a gift or 
bequest of a specific sum of money or of specific property, as defined 
in paragraph (b) of this section, is required to be paid or credited 
to a particular beneficiary in more than three installments — 

(i) Gifts or bequests of articles for personal use (such as per- 
sonal and household effects, automobiles, and the like) are dis- 
regarded. 

. (ii) Specifically devised real property, the title to which passes 
directly from the decedent to the devisee under local law, is not 
taken into account, since it would not constitute an amount paid, 
credited, or required to be distributed under section 661 (see para- 
graph (e) of § 1.661(a)-2). 

(iii) All gifts and bequests under a decedent's will (which are 
not disregarded pursuant to subdivisions (i) and (ii) of this sub- 
paragraph) for which no time of payment or crediting is specified, 
and which are to be paid or credited in the ordinary course of 
administration of the decedent’s estate, are considered as required 
to be paid or credited in a single installment. 

(iv) All gifts and bequests (which are not disregarded pursuant 
to subdivisions (i) and (ii) of this subparagraph) payable at any 
one specified time under the terms of the governing instrument are 
taken into account as a single installment. 

For purposes of determining the number of installments paid or 
credited to a particular beneficiary, a decedent’s estate and a testa- 
mentary trust shall each be treated as a separate entity. 
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(2) The application of the rules stated in subparagraph (1) of this 
paragraph may be illustrated by the following examples : 

Example (1). (i) Under the terms of a decedent’s will, $10,000 
in cash, household furniture, a watch, an automobile, 100 shares of 
X company stock, 1,000 bushels of grain, 500 head of cattle, and 
a farm (title to which passed directly to A under local law) are 
bequeathed or devised outright to A. The will also provides for 
the creation of a trust for the benefit of A, under the terms of 
which there are required to be distributed to A, $10,000 in cash 
and 100 shares of Y company stock when he reaches 25 years of 
age, $25,000 in cash and 200 shares of Y company stock when he 
reaches 30 years of age, and $50,000 in cash and 300 shares of Y 
company stock when he reaches 35 years of age. 

(ii) The furniture, watch, automobile, and the farm are excluded 
in determining whether any gift or bequest is required to be paid or 
credited to A in more than three installments. These items qualify 
for the exclusion under section 663(a) (1) regardless of the treat- 
ment of the other items of property bequeathed to A. 

(iii) The $10,000 in cash, the shares of X company stock, the 
grain, the cattle and the assets required to create the trust, to be 
paid or credited by the estate to A and the trust are considered 
as required to be paid or credited in a single installment to each, 
regardless of the manner of payment or distribution by the ex- 
ecutor, since no time of payment or crediting is specified in the 
will. The $10,000 in cash and shares of Y company stock required 
to be distributed by the trust to A when he is 25 years old are 
considered as required to. be paid or distributed as one installment 
under the trust. Likewise, the distributions to be made by the 
trust to A when he is 30 and 35 years old are each considered as 
one installment under the trust. Since the total number of install- 
ments to be made by the estate does not exceed three, all of the 
items of money and property distributed to the estate qualify for 
the exclusion under section 663(a) (1). Similarly, the three dis- 
tributions by the trust qualify. 

Example (2). Assume the same facts as in example (1), except 
that another distribution of a specified sum of money is required to 
be. made by the trust to A when he becomes 40 years old. This dis- 
tribution would also qualify as an installment, thus making four in- 
stallments in all. under the trust. None of the gifts to A under the 
trust would qualify for the exclusion under section 663 (a)(1). The 
situation as to the estate, however, would not be changed. 

Example (3 ) . A trust instrument provides that A and B are each 
to receive 5,000 in installments of $25,000, to be paid in alternate 
years. The trustee distributes $25,000 to A in 1954, 1956, and 1958, 
and to B m 1955, 1957, and 1959. The gifts to A and B qualify for 
exclusion under section 663(a) (1) , although a total of six payments 
is made. The gifts of $75,000 to each beneficiary are to be separately 
treated. 

§ 1.663 ( a) -2 Charitable, etc., Distributions. — Any amount paid, 
permanently set aside, or to be used for the charitable, etc., purposes 
specified m section 642(c) and which is allowable as a deduction under 
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that section is not allowed as a deduction to an estate or trust under 
section 661 or treated as an amount distributed for purposes of deter- 
mining the amounts includible in gross income of beneficiaries under 
section 662. Amounts paid, permanently set aside, or to be used for 
charitable, etc., purposes are deductible by estates or trusts only as 
provided in section 612(c). For purposes of this section the deduc- 
tion provided in section 612(c) is computed without regard to the 
limitation provided by section 681 (concerning unrelated business 
income and prohibited transactions) . 

§ 1.663 (a ; -3 Denial of Double Deduction. — No amount deemed 
to have been distributed to a beneficiary in a preceding year under 
section 651 or 661 is included in amounts falling within section 661(a) 
or 662(a). For example, assume that all of the income of a trust is 
required to be distributed currently to beneficiary A and both the 
trust and A report on the calendar year basis. For administrative 
convenience, the trustee distributes in January and February 1956 a 
portion of the income of the trust required to be distributed in 1955. 
The portion of the income for 1955 which was distributed by the trust 
in 1956 may not be claimed as a deduction by the trust for 1956 since 
it is deductible by the trust and includible in A 5 s gross income for the 
taxable year 1955. 

§ 1.663 (b) Statutory Provisions ; Estates and Complex Trusts ; 
Special Rules Applicable to Sections 661 and 662 ; Distributions 
in First Sixty-five Days of Taxable Year. 

SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 661 AND 
662. * * * 

ib) Distributions in First Sixty-five Days of Taxable Year. — 

(1) General rule. — If within the first 65 days of any taxable year 
of a trust, an amount is properly paid or credited, such amount shall 
be considered paid or credited on the last day of the preceding taxable 
year. 

(2) Limitation. — This subsection shall apply only to a trust — 

(A) which was in existence prior to January 1, 1954, 

{ B ) which, under the terms of its governing instrument, may not 
distribute in any taxable year amounts in excess of the income of 
the preceding taxable year, and 

( G) on behalf of which the fiduciary elects to have this subsection 
apply. 

The election authorized by subparagraph (C) shall be made for the first 
taxable year to which this part is applicable in accordance with such 
regulations as the Secretary or his delegate shall prescribe and shaU be 
made not later than the time prescribed by law for filing the return for 
such year (including extensions thereof). If such election is made with 
respect to a taxable year, this subsection shall apply to all amounts 
properly paid or credited within the first 6o days of all subsequent tax- 
able years of such trust. 

§ 1.663 (b)-l Distributions in First Sixty-five Day's of Taxable 
Year; Scope. — The fiduciary of a trust may elect under section 663(b) 
to treat distributions witliin the first 65 days of the taxable year of the 
trust as amounts which were paid or credited on the last day of the 
preceding taxable year, if — 

(a) The trust was in existence prior to January 1, 1954; 

(b) An amount in excess of the income of the immediately pre- 
ceding taxable year may not (under the terms of the governing 
instrument) be distributed in any taxable year; and 
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(c) The fiduciary elects (as provided in § 1.663 (b)-2) to have 
section 663(b) apply. 

§ 1.663 (b)-2 Election. — (a) The election under section 663(b) 
shall be made in a statement attached to the return for the first taxable 
year of the trust subject to the Internal Revenue Code of 1954. The 
election must be made not later than the time prescribed by law for 
filing the return for such taxable year (including extensions thereof). 

(b) If an election is made by a fiduciary, the election is irrevocable 
for the taxable year for which the election is made and for all future 
taxable years. 

(c) If an election is made with respect to a taxable year, this section 
applies to all amounts properly paid or credited within the first 65 
days of such year and all subsequent taxable years of the trust. 

§ 1.663 (c) Statutory Provisions ; Estates and Complex Trusts ; 
Spec ial Rules Applicable to Sections 661 and 662; Separate 
Shares Treated as Separate Trusts. 

SBC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 661 AND 
662. * * * 

(c) Separate Shares Treated as Separate Trusts. — For the sole purpose 
of determining the amount of distributable net income in the application of 
sections 661 and 662, in the case of a single trust having more than one bene- 
ficiary, substantially separate and independent shares of different beneficiar- 
ies in the trust shall be treated as separate trusts. The existence of such 
substantially separate and independent shares and the manner of treat- 
ment as separate trusts, including the application of subpart D, shall be 
determined in accordance with regulations prescribed by the Secretary or 
his delegate. 

§ 1.663 (c)~l Separate Shares Treated as Separate Trusts; in 
General. — (a) If a single trust has more than one beneficiary, and 
if different beneficiaries have substantially separate and independent 
shares, their shares are treated as separate trusts for the sole purpose 
of determining the amount of distributable net income allocable to 
the respective beneficiaries under sections 661 and 662. Application 
of this rule will be significant in, for example, situations in which 
income is accumulatedfor beneficiary A but a distribution is made to 
beneficiary B of both income and corpus in an amount exceeding the 
share of income that would be distributable to B had there been 
separate trusts. In the absence of a separate share rule B would be 
taxed on income which is accumulated for A. The division of distrib- 
utable net income into separate shares will limit the tax liability of 
B. Section 663(c) does not affect the principles of applicable law in 
situations in which a single trust instrument creates not one but sev- 
eral separate trusts, as opposed to separate shares in the same trust 
within the meaning of this section. 

(b) The separate share rule does not permit the treatment of sep- 
arate shares as separate trusts for any purpose other than the applica- 
tion of distributable net income. It does not, for instance, permit the 
treatment of separate shares as separate trusts for purposes of — 

( 1 ) The filing of returns and payment of tax, 

(2) The exclusion of dividends under section 116, 

(3) The deduction of personal exemption under section 642(b), 
and 
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(4) The allowance to beneficiaries succeeding to the trust prop- 
erty of excess deductions and unused net operating loss and capital 

loss carryovers on termination of the trust under section 642(h). 

(c) The separate share rule may be applicable even though separate 
and independent accounts are not maintained and are not required 
to be maintained for each share on the books of account of the trust, 
and even though no physical segregation of assets is made or required. 

(d) Separate share treatment is not elective. Thus, if a trust is 
properly treated as having separate and independent shares, such 
treatment must prevail in all taxable years of the* trust unless an event 
occurs as a result of which the terms of the trust instrument and the 
requirements of proper administration require different treatment. 

§ 1.663 (c)-2 Computation of Distributable Net Income. — The 
amount of distributable net income for any share under section 663 
(c) is computed for each share as if each share constituted a separate 
trust. Accordingly, any deduction or any loss which is applicable 
solely to one separate share of the trust is not available to any other 
share of the same trust. 

§ 1.663(c) -3 Applicability of Separate Share Rule. — (a) The 
applicability of the separate share rule provided by section 663(c) 
will generally depend upon whether distributions of the trust are to 
be made in substantially the same manner as if separate trusts had 
been created. Thus, if an instrument directs a trustee to divide the 
testator’s residuary estate into separate shares (which under ap- 
plicable law do not constitute separate trusts) for each of the testa- 
tor’s children and the trustee is given discretion, with respect to each 
share, to distribute or accumulate income or to distribute principal 
or accumulated income, or to do both, separate shares will exist under 
section 663(c). In determining whether separate shares exist, it is 
immaterial whether the principal and any accumulated income of each 
share is ultimately distributable to the beneficiary of such share, to 
his descendants, to his appointees under a general or special power 
of appointment, or to any other beneficiaries (including a charitable 
organization) designated to receive his share of the trust and accumu- 
lated income upon termination of the beneficiary’s interest in the 
share. Thus, a separate share may exist if the instrument provides 
that upon the death of the beneficiary of the share, the share will be 
added to the shares of the other beneficiaries of the trust. 

(b) Separate share treatment will not be applied to a trust or 
portion of a trust subject to a power to — 

(1) Distribute, apportion, or accumulate income, or 

(2) Distribute corpus 

to or for one or more beneficiaries within a group or class of bene- 
ficiaries, unless payment of income, accumulated income, or corpus 
of a share of one beneficiary cannot affect the proportionate share of 
income, accumulated income, or corpus of any shares of the other 
beneficiaries, or unless substantially proper adjustment must there- 
after be made (under the governing instrument) so that substantially 
separate and independent shares exist. 

(c) A share may be considered as separate even though more than 
one beneficiary has an interest in it. For example, two beneficiaries 
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may have equal, disproportionate, or indeterminate interests in one 
share which is separate and independent from another share in which 
one or more beneficiaries have an interest. Likewise, the same person 
may be a beneficiary of more than one separate share. 

(d) Separate share treatment may be given to a trust or portion of 
a trust otherwise qualifying under this section if the trust or portion 
of a trust is subject to a power to pay out to a beneficiary of a share 
(of such trust or portion) an amount of corpus in excess.of his propor- 
tionate share of the corpus of the trust if the possibility of exercise 
of the power is remote. For example, if the trust is subject to a power 
to invade the entire corpus for the health,, education, support, or 
maintenance of A, separate share treatment is applied if exercise of 
the power requires consideration of A’s other income which is so sub- 
stantial as to make the possibility of exercise of the power remote. If 
instead it appears that A and B have separate shares in a trust, 
subject to a power to invade the entire corpus for the comfort, pleas- 
ure, desire, or happiness of A, separate share treatment shall not be 
applied. 

(e) The separate share rule may also be applicable to successive 
interests in point of time, as for instance in the case of a trust pro- 
viding for a life estate to A and a second life estate or outright re- 
mainder to B. In such a case, in the taxable year of a trust in which 
a beneficiary dies items of income and deduction properly allocable 
under trust accounting principles to the period before a beneficiary’s 
death are attributed to one share, and those allocable to the period 
after the beneficiary’s death are attributed to the other share. Sep- 
arate share treatment is not available to a succeeding interest, how- 
ever, with respect to distributions which would otherwise be deemed 
distributed in a taxable year of the earlier interest under the throw- 
back provisions of subpart D (sections 665 through 668). The ap- 
plication of this paragraph may be illustrated by the following 
example: 

Example. A trust instrument directs that the income of a trust is 
to be paid to A for her life. After her death income may be dis- 
tributed to B or accumulated. A dies on June 1, 1956. The trust 
keeps its books on the basis of the calendar year. The trust instru- 
ment permits invasions of corpus for the benefit of A and B, and an 
invasion of corpus .was in fact made for A’s benefit in 1956. In de- 
termining the distributable net income of the trust for the purpose of 
determining the amounts includible in A’s income, income and de- 
ductions properly allocable to the period before A’s death are treated 
as income and deductions of a separate share, and for that purpose 
no account is taken of income and deductions allocable to the period 
after A’s death. 

(f) Separate share treatment is not applicable to an estate. 

* ,§ 1*663 (c) -4 Example. — Section 663(c) may be illustrated by the 
following example : 

Example, (a) A single trust was created in 1940 for the benefit 
of A, B, and C, who were aged 6, 4, and 2, respectively. Under the 
terms of the instrument, the trust income is required to be divided 
into three equal shares. Each beneficiary’s share of the income is to 
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be accumulated until lie becomes 21 years of age. WTien a beneficiary 
readies tlie age of 21, Ms share of the income may thereafter be either 
accumulated or distributed to him in the discretion of the trustee. 
The trustee also has discretion to invade corpus for the benefit of any 
beneficiary to the extent of his share of the trust estate, and the trust 
instrument requires that the beneficiary's right to future income and 
corpus will be proportionately reduced. When each beneficiary 
reaches 35 years of age, his share of the trust estate shall be paid over 
to him. The interest in the trust estate of any beneficiary dying 
without issue and before he has attained the age of 35 is to be equally 
divided between the other beneficiaries of the trust. All expenses of 
the trust are allocable to income under the terms of the trust 
instrument. 

(b) Xo distributions of income or corpus were made by the trustee 
prior to 1955, although A became 21 years of age on June 30, 1951. 
During the taxable year 1955, the trust has income from royalties of 
$20,000 and expenses of $5,000. The trustee in his discretion distri- 
butes $12,000 to A. Both A and the trust report on the calendar 
year basis. 

(c) The trust qualifies for the separate share treatment under sec-* 
tion 663(c) and the distributable net income must be divided into 
three parts for the purpose of determining the amount deductible 
by the trust under section 661 and the amount includible in A ? s 
gross income under section 662. 

(d) The distributable net income of each share of the trust is 
$5,000 ($6,667 less $1,667). Since the amount ($12,000) distributed 
to A during 1955 exceeds the distributable net income of $5,000 
allocated to his share, the trust is deemed to have distributed to him 
$5,000 of 1955 income and $7,000 of amounts other than 1955 income. 
Accordingly, the trust is allowed a deduction of $5,000 under sec- 
tion 661. The taxable income of the trust for 1955 is $9,900, com- 
puted as follows : 


Royalties $20, 000 

Deductions : 

Expenses $*5, 000 

Distribution to A 5,000 

Personal exemption 100 

10, 100 

Taxable income $0, 900 


(e) In accordance with section 662, A must include in his gross 
income for 1955 an amount equal to the portion ($5,000) of the dis- 
tributable net income of the trust allocated to his share. Also, the 
excess distribution of $7,000 made by the trust is subject to the throw- 
back provisions of section 665 through 668 and the regulations there- 
under. 

Treatment of Excess Distributions by Trusts 

§ 1.665-1 Excess Distributions bt Trusts ; Scope of Sttbpart 
D. — Sections 665 through '668 (subpart D) are designed generally to 
prevent a shift of tax burden to a trust from a beneficiary or beneficiar- 
ies. To accomplish this, subpart D provides special rules for treatment 
of amounts paid, credited, or required to be distributed by a complex 
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trust (subject to sections 661 through 663 (subpart C) ) in any year 
in excess of distributable net income for that year. Such an excess 
distribution is defined as an accumulation distribution, subject to 
the limitations in section 665(b). An accumulation distribution is 
“thrown back” to each of the five preceding years in inverse order. 
That is, it will be taxed to the beneficiaries of the trust in the year the 
distribution is made or required, but, in general, only to the extent 
of the distributable net income of those years which was not in fact 
distributed. However, the resulting tax will not be greater than the 
aggregate of the taxes that would have been attributable to the 
amounts thrown back to previous years had they been included in 
gross income of the beneficiaries in those years., To prevent double 
taxation, the beneficiaries receive a credit for any taxes previously 

§ aid by the trust which are attributable to the excess thrown back, 
ections 665 through 668 (subpart D) do not apply to any estate. 

§ 1.665(a) Statutory Provisions; Excess Distributions by 
Trusts ; Definition of Undistributed Net Income. 

SEC. 665. DEFINITIONS APPLICABLE TO SUBPABT D. 

(a) Undistributed Net Income. — For purposes of this subpart, the term 
"undistributed net income” for any taxable year means the amount by which 
distributable net income of the trust for such taxable year exceeds the sum 
of — 

(1) the amounts for such taxable year specified in paragraphs (1) 
and (2) of section 661(a) ; and 

(2) the amount of taxes imposed on the trust. 


§ 1.665 (sl)-1 Undistributed Net Income. — (a) The term “un- 
distributed net income” means for any taxable year the distributable 
net income of the trust for that year as determined under section 
643(a), less — 

(1) The amount of income required to be distributed currently 
and any other amounts properly paid or credited or required to 
be distributed to beneficiaries in the taxable year as specified in 
paragraphs (1) and (2) of section 661(a), and 

(2) The amount of taxes imposed on the trust, as defined in 
§ 1.665(c)-!. 

The application of the rule in this paragraph to the first year of a 
trust in which income is accumulated may be illustrated by the follow- 
ing example : 

Example . Assume that under the terms of the trust, $10,000 of 
income is required to be distributed currently to A and the trustee 
has discretion to make additional distributions to A. During the tax- 
able year 1954 the trust had distributable net income of $30,100 de- 
rived from royalties and the trustee made distribution of $20,000 
to A. The taxable income of the trust is $10,000 on which a tax of 
$2,640 is paid. The undistributed net income of the trust as of the 
close of the taxable year 1954 is $7,460 computed as follows: 
Distributable net income $30 100 

Income currently distributable to A $10 000 

Other amounts distributed to A iq’ 000 

Taxes imposed on the trust (see § 1.665 ( c ) — 1 ) ZZZIZZ 2*640 

22, 640 

Undistributed net income 4 g 0 
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See also paragraphs (e)(1) and (f)(1) of § 1.668(b) -2 for addi- 
tional illustrations of the application of the rule in this paragraph to 
the first year of a trust in which income is accumulated. 

(b) However, the undistributed net income for any year to which 
an accumulation distribution for a later year may be thrown back 
may be reduced by accumulation distributions in intervening years 
and also by any taxes imposed on the trust which are deemed to be 
distributed under section 666 by reason of the accumulation distri- 
butions. On the other hand, undistributed net income for any year 
will not be reduced by any distributions in an intervening year which 
are excluded from the definition of an accumulation distribution un- 
der section 665(b), or which are excluded under section 663 (al (1), 
relating to gifts, bequests, etc. See paragraph (f ) (5) of § 1.668(b) -2 
for an illustration of the reduction of undistributed net income for any 
year by a subsequent accumulation distribution. 

§ 1.665(b) Statutory Provisions; Excess Distributions by 
Trusts ; Definition of Accumulation Distribution. 

SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D. * * * 

(b) Accumulation Distribution. — For purposes of this subpart, the term 
“accumulation distribution” for any taxable year of the trust means the 
amount (if in excess of $2,000) by which the amounts specified in paragraph 

(2) of section 661(a ) for such taxable year exceed distributable net income 
reduced by the amounts specified in paragraph (1) of section 661(a). For 
purposes of this subsection, the amount specified in paragraph (2) of section 
661(a) shall be determined without regard to section 666 and shall not in- 
clude — 

(1) amounts paid, credited, or required to be distributed to a bene- 
ficiary as income accumulated before the birth of such beneficiary or 
before such beneficiary attains the age of 21 ; 

(2) amounts properly paid or credited to a beneficiary to meet the 
emergency needs of such beneficiary ; 

(3) amounts properly paid or credited to a beneficiary upon such bene- 
ficiary’s attaining a specified age or ages if — 

(A) the total number of such distributions cannot exceed 4 with 
respect to such beneficiary, 

(B) the period between each such distribution to such beneficiary 
is 4 years or more, and 

(C) as of January 1, 1954, such distributions are required by the 
specific terms of the governing instrument ; and 

(4) amounts properly paid or credited to a beneficiary as a final dis- 
- tribution of the trust if such final distribution is made more than 9 

years after the date of the last transfer to such trust. 

§ 1.665 (b) -1 Accumulation Distribution ; in General. — ( a ) 
Subject to the limitations set forth in § 1.665 (b) -2 the term “accumula- 
tion distribution 5 ’ for any taxable year means an amount (if in excess 
of $2,000) by which the amounts properly paid, credited, or required 
to be distributed within the meaning of section 661(a)(2) for that 
year exceed the distributable net income (determined under section 
643(a) ) of the trust, reduced (but not below zero) by the amount of 
income required to be distributed currently. (In computing the 
amount of an accumulation distribution pursuant to the preceding 
sentence, there is taken into account amounts applied or distributed 
for the support of a dependent under the circumstances specified in 
section 617(b) or section 678(c) out of corpus or out of other than 
income for the taxable year and amounts used to discharge or satisfy 
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any person’s legal obligation as that term is used in § 1.662 (a) -4.) 
If the distribution as so computed is $2,000 or less, it is not an accumu- 
lation distribution within the meaning of sections 665 through 668 
(subpart D) . If the distribution exceeds $2,000, then the full amount 
is an accumulation distribution for the purposes of subpart D. 

(b) Although amounts properly paid, credited, or required to be 
distributed under section 661(a) (2) do not exceed the income of the 
trust, during the taxable year, an accumulation distribution may result 
if such amounts exceed distributable net income reduced (but not 
below zero) by the amount required to be distributed currently. This 
may result from the fact that expenses allocable to corpus are taken 
into account in determining taxable income and hence distributable 
net income. However, the provisions of sections 665 through 668 
(subpart D) will not apply unless there is undistributed net income 
in at least one of the five preceding taxable years. See section 666 and 
the regulations thereunder. 

(c) The provisions of paragraphs (a) and (b) of this section may 
be illustrated by the following examples (it is assumed in each case 
that the exclusions provided in § 1.665 (b)-2 do not apply) : 

Example ( 1 ). A trustee properly makes a distribution to a 
beneficiary of $20,000 during the taxable year 1956, of which 
$10,000 is income required to be distributed currently to the bene- 
ficiary. The distributable net income of the trust is $15,000. There 
is an accumulation distribution of $5,000 computed as follows: 


Total distribution $20, 000 

ness: Income required to be distributed currently (section 
661(a)(1)) 10,000 


Other amounts distributed (section 661(a)(2)) $10,000 

Distributable net income $15,000 

Dess: Income required to be distributed currently 10, 000 


Balance of distributable net income. 


5, 000 


Accumulation distribution 000 

Example (2). Under the terms of the trust instruments, an 
annuity of $15,000 is required to be paid to A out of income each 
year and the trustee may in his discretion make distributions out of 
income or corpus to B. During the taxable year the trust had in- 
come of $18,000, as defined in section 613 (b) , and expenses allocable 
to corpus of $5,000. Distributable net income amounted to $13,000. 
The trustee distributed $15,000 of income to A and, in the exercise 
of his discretion, paid $5,000 to B. There is an accumulation dis- 
tribution of $5,000 computed as follows: 


Total distribution 

re< l nired to be distributed ~cu^rently“To“XTs~ection 
661(a)(1)) 


Other amounts distributed (section 661(a) (2) )__ 

Distributable net income qqq 

Less: Income required to be distributed currently to 15 ’ 000 


$20, 000 
15, 000 
$5, 000 


Balance of distributable net income 

Accumulation distribution to B. 
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E xample (3 ) . Under the terms of a trust instrument, the trustee 
may either accumulate the trust income or make distributions to A 
and B. The trustee may also invade corpus for the benefit of A 
and B. During the taxable year, the trust had income as defined in 
section 643(b) of $22,000 and expenses of $5,000 allocable to corpus. 
Distributable net income amounts to $17,000. The trustee dis- 
tributed $10,000 each to A and B during the taxable year. There 
is an accumulation distribution of $3,000 computed as follows : 


Total distribution $20,000 

Less : Income required to be distributed currently 0 

Other amounts distributed (section 661(a) (2) ) $20,000 

Distributable net income 17,000 

Accumulation distribution $3, 000 


(d). There are not taken into account, in computing the accumula- 
tion distribution for any taxable year, any amounts deemed distributed 
in that year because of an accumulation distribution in a later year. 

§ 1.665(b) -2 Exclusions From Accumulation Distributions. — 
(a) Certain amounts paid, credited, or required to be distributed to a 
beneficiary are excluded under section 665(b) in determining whether 
there is an accumulation distribution for the purposes of sections 665 
through 668 (subpart D) . These exclusions are solely for the purpose 
of determining the amount allocable to preceding years under section 
666 and in no way affect the determination under sections 661 through 
663 (subpart C) of the beneficiary’s tax liability for the year of dis- 
tribution. Further, amounts excluded from accumulation distribu- 
tions do not reduce the amount of undistributed net income for the 
5 years preceding the year of distribution. 

(b) The amounts excluded from the computation of an accumu- 
lation distribution are discussed in the following subparagraphs: 

(1) Distributions from accumulations while a beneficiary is under 
21 . — (i) The first exception to the definition of an accumulation dis- 
tribution is for amounts paid, credited, or required to be 'distributed 
to a beneficiary who was under 21 years of age or unborn when, it 
was .accumulated. A distribution is to be considered as so paid, 
credited, or required to be distributed to the extent, and only to the 
extent, that there is no undistributed net income for taxable years 
preceding the year of distribution other than undistributed net income 
accumulated while the beneficiary was under 21. If a distribution 
can be made from income accumulated either before or after a bene- 
ficiary reaches 21, it will be considered as made from the most re- 
cently accumulated income, and it will be so considered even though 
the governing instrument directs that distributions be charged first 
against the earliest accumulations. 

(ii) As was indicated in paragraph (a) of this section, a distribu- 
tion of an amount excepted from the definition of an accumulation 
distribution will not reduce undistributed net income for the purpose 
of determining the effect of a future accumulation distribution. Thus, 
a distribution to a beneficiary of income accumulated before he reached 
21 would not reduce the undistributed net income, includible in a 
future accumulation, distribution to another beneficiary. However, 
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all future distributions to the same beneficiary, or to another bene- 
ficiary to whom a distribution would be excepted under the provisions 
of this subparagraph, would be excepted from the definition of an 
accumulation distribution to the extent that they could not be paid, 
credited or required to be distributed from other accumulated income. 

(iii) The following examples illustrate the application of the fore- 
going rules of this subparagraph (in each of these examples it is as- 
sumed that the exceptions in section 665(b) (2), (3), and (4) do not 
apply) : 

(a) Income is to be accumulated until A reaches 21 when the 
corpus and accumulated income are to be distributed to him. The 
distribution is not an accumulation distribution. 

(&) Income is to be accumulated until A is 21, when it is to be 
distributed to him hut the corpus is to remain in trust. A distribu- 
tion of the accumulated income to A when he reaches 21 is not an 
accumulation distribution. 

(c) Income is to be accumulated and added to corpus until A 
reaches 21, when he is to receive one-third of the corpus (includ- 
ing accumulations). Thereafter all the income is to be paid to 
A until he is 23 when the remaining corpus (including accumula- 
tions) is to be paid to him. If A dies under that age any undis- 
tributed portion is to be paid to B. Distributions to A at 21 and 
23 out of accumulations are not accumulation distributions even 
though they include accumulated income. However, if A died at 
the age of 22, when B was 23, a distribution to B would be an 
accumulation distribution to the extent of income accumulations 
since B reached 21, and the amount of undistributed net income 
includible in the distribution will not be reduced by the previous 
distribution to A. 

( d ) Income is to be accumulated and added to corpus until A 
is 21. After he is 21, he is entitled to all the income and, in addi- 
tion, to distributions of corpus in the discretion of the trustee. 
When he -reaches 25 he is entitled to the corpus. Distributions to 
A are not accumulation distributions, whether they are discretionary 
or upon termination of the trust. 

(e\ The facts are the same as in the preceding example, except 
that income is to be accumulated until A is 23. Distributions to 
A are accumulation distributions to the extent of income accumu- 
lated after A reached 21. 

(/) Income may be distributed among a testator’s children or 
accumulated and added to corpus until the youngest child is 21, 
when the corpus is to be distributed to the testator’s then living 
descendants. Upon termination of the trust, the corpus is dis- 
fributed to A, age 21 ; B, age 23 ; and C, the child of a deceased 
child, age 3. The distributions to A and C are not accumulation 
distributions. The distribution to B is an accumulation distribu- 
tion to the extent of income accumulated after he reaches 21. (If 
the terms of the trust were such that it was subject to the sep- 
arate share treatment under section 663(c), the distribution to B 
would be an accumulation distribution only to the extent of income 
accumulated for B s separate share since he reached 21.) 
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(g) Income may be distributed to A or accumulated and added 
to corpus during A/s life. Upon the death of A the corpus is to be 
distributed to B. B is 28 at A’s death. The distribution is an accum- 
ulation distribution to the extent of income accumulated since B 
reached 21. 

(2) Emergency distributions. — The second exclusion from the defi- 
nition of an accumulation distribution is for amounts properly paid 
or credited to a beneficiary to meet his emergency needs. Whether 
or not a distribution falls within this exclusion depends upon the 
facts and circumstances causing the distribution. A distribution based 
upon an unforeseen or unforeseeable combination of circumstances 
requiring immediate help to the beneficiary would qualify for the 
exclusion. However, the beneficiary must be in actual need of the 
distribution and the fact that he had other sufficient resources would 
tend to negate the conclusion that a distribution was to meet his 
emergency needs. Ordinary distributions for the support, main- 
tenance, or education of the beneficiary would not qualify for the 
exclusion. 

(3) Certain distributions at specified ages. — The third exclusion 
from the definition of an accumulation distribution is for amounts 
properly paid or credited to a beneficiary upon the beneficiary’s at- 
taining a specified age or ages, provided , (i) the total number of such 
distributions with respect to that beneficiary cannot exceed 4; (ii) the 
period between each such distribution is 4 years or more; and (iii) on 
January 1, 1954, such distributions were required by the specific terms 
of the governing instrument. Any discretionary invasion of corpus 
at other times is not excluded under this subparagraph, but does not 
affect the status of distributions that would otherwise be excluded. 
If more than four distributions are required to be made to a particular 
beneficiary at specified ages if he survives to receive them, none of the 
distributions will be excluded, even though the beneficiary dies be- 
fore he receives more than four. On the other hand, a direction to 
make additional distributions to a remainderman will not affect the 
status of distributions required to be made to the primary beneficiary. 
For example, a trust agreement provided on January 1, 1954, that 
when A reached age 25 he would receive one-eighth of the corpus and 
accumulated income, as then constituted, and similar distributions at 
ages 30, 35, and 40. It also provided for similar distributions to B 
after A’s death, and for additional discretionary distributions to both 
A and B. Kequired distributions to both A and B are excluded, re- 
gardless of whether discretionary distributions are made, but dis- 
cretionary distributions are not excluded. On the other hand, if an 
additional distribution to A was directed when he reached 45, no dis- 
tributions to him would be excluded, regardless of when he died. 

(4) Certain final distributions. — (i) The last exception to the defi- 
nition of an accumulation distribution is for amounts properly paid 
or credited to a beneficiary as a final distribution of a trust if the final 
distribution is made more than 9 years after the date of the last trans- 
fer to such trust. 

(ii) The term “last transfer to such trust” includes only transfers, 
whether by the original grantor or by a third person, made with a 
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donative intent. A transfer arising out of a property right held by 
the trust is excluded, such as a transfer by a debtor in satisfaction 
of his indebtedness, or a distribution in liquidation or reorganization 
of a corporation. If the terms of two or more trusts include cross- 
remainders on the deaths of life beneficiaries, the donative transfers 
occurred at the time the trusts were created. The addition of the 
corpus of one trust to that of another when a remainder falls in is 
therefore not a new transfer within the meaning of section 665(b) (4). 

(iii) For example, under the terms of a trust created July 1, 1950, 
with an original corpus of $100,000, by II for the benefit of his wife, 
TV, the income of the trust is to be accumulated and added to corpus. 
Upon the expiration of a 10-year period, the trust is to terminate and 
its assets, including all accumulated income, are to be distributed to 
TV. No transfers were made by II or other persons to the trust after 
it was created. Both the trust and W file returns on the calendar year 
basis. In accordance with its terms, the trust terminated on June 30, 
1960, and on August 1, 1960, the trustee made a final distribution of 
the assets of the trust to TV, consisting of investments derived from 
sloo.ooo of donated principal, accumulated income of $30,000 attrib- 
utable to the period July 1, 1950, through December 31, 1959, and in- 
come of $3,000 attributable to the period the trust was in existence 
during I960. Subpart D is inapplicable to the $3,000 of income of 
the trust for 1960 since that amount would be deductible by the trust 
and includible in TV's gross income for that year to the extent provided 
in sections 661 through 663 (subpart C). However, the balance of 
the distribution will qualify as an exclusion from the provisions of 
sections 665 through 668 ( subpart D ) . 

4 J 1.665 (b)~3 Exclusions Under Section 663(a) (1).— Sections 
665 through 668 (subpart D) have no application to an amount which 
qualifies as an exclusion under section 663(a)(1). relating to gifts 
bequests, etc. ' ’ 

§ 1.665(c) Statutory Provisions ; Excess Distributions by 
Trusts; Definition of Taxes Imposed on The Trust. 


SEC. 665 DEFINITIONS APPLICABLE TO SUBPART D, * * * 

(c) Taxes Imposed on The Trust. — For purposes of this subpart, the term 
‘taxes imposed on the trust” means the amount of the taxes which are im- 
posed for any taxable year on the trust under this chapter (without regard 
to this subpart) and which, under regulations prescribed by the Secretary or 
his delegate, are properly allocable to the undistributed portion of the distrib- 
utable net income. The amount determined in the preceding sentence shall 
Ji? re< * uce $ any amount of such taxes allowed, under sections 667 and 
as ? C1 ‘ e 5 xt to an *V beneficiary on account of any accumulation distribution 
determined for any taxable year. 


§ 1.665 (c)-l Taxes Imposed on the Trust. — (a) For the purpose 
of sections 665 through 668 (subpart D), the term “taxes imposed on 
the trust means (for any taxable year) the amount of Federal income 
taxes which are properly allocable to the undistributed portion of the 
distributable net income. This amount is the difference between the 
total taxes of the trust for the year and the amount which would have 
been paid by .the trust had all of the distributable net income, as deter- 
mined under section 643(a) , been distributed. Thus, in determining 
the amount of taxes imposed on the trust for the purposes of sections 
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665 through. 668 (subpart D) , there is excluded the portion of the taxes 
paid by the trust which is attributable to items of gross income which 
are not includible in distributable net income, such as capital gains 
allocable to corpus. The rule stated in this paragraph may be illus- 
trated by the following example : 

Example. (1) . Under the terms of a trust, which reports on the 
calendar year basis, the income may be accumulated or distributed to 
A in the discretion of the trustee and capital gains are allocable to 
corpus. During the taxable year 1954, the trust had income of 
$20,000 from royalties, long-term capital gains of $10,000, and ex- 
penses of $2,000. The trustee in his discretion made a distribuiton 
of $10,000 to A. The taxes imposed on the trust for the purposes of 
this subpart are $2,713, determined as shown below. 

(2) The distributable net income of the trust computed under 
section 643(a) is $18,000 (royalties of $20,000 less expenses of 
$2.000) . The total taxes paid by the trust are $3,787, computed as 
follows : 


Royalties $20, 000 

Capital gains 10, 000 


Gross income $30, 000 

Deductions: 

Expenses $2,000 

Distributions to A 10,000 

Capital gain deduction 5,000 

Personal exemption 100 

17, 100 


Taxable income $12,900 

Total income taxes $3,787 

( 3 ) The amount of taxes which would have been paid by the trust, 
had all of the distributable net income ($18,000) of the trust been 
distributed to A, is $1,074, computed as follows : 

Taxable income of the trust $12, 000 

Less : Undistributed portion of distributable 
net income ($18,000— $10,000) 8,000 


Balance of taxable income $4, 900 

Income taxes on $4,900 $1,074 

(4) The amount of taxes imposed on the trust as defined in this 
paragraph is $2,713, computed as follows: 

Total taxes $3, 787 

Taxes which would have been paid by the trust had all of the distrib- 
utable net income been distributed 1, 074 


Taxes imposed on the trust as defined in this paragraph $2, 713 


(b) If in any subsequent year an accumulation distribution is made 
by the trust which results in a throwback to the taxable year, the 
taxes of the taxable year allocable to the undistributed portion of 
distributable net income (the taxes imposed on the trust), after the 
close of the subsequent year, are the taxes prescribed in paragraph 
(a) of this section reduced by the taxes of the taxable year allowed 
as credits to beneficiaries on account of amounts deemed distributed 
on the last day of the taxable year under section 666. See paragraph 
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(f) (4) of § 1.668 (b)-2 for an illustration of the application of this 
paragraph. 

§ 1.665(d) Statutory Provisions; Excess Distribution's by 
Trusts; Definition of Preceding Taxable Year. 

SEC. 665. DEFINITIONS APPLICABLE TO SUBPAKT D. * * * 

id) Preceding Taxable Year.— For purposes of this subpart, the term 
‘•preceding taxable year” does not include any taxable year of the trust to 
which this part does not apply. In the case of a preceding taxable year with 
respect to which a trust qualifies (without regard to this subpart) under 
the provisions of subpart B, for purposes of the application of this subpart 
to such trust for such taxable year, such trust shall, in accordance with regu- 
lations prescribed by the Secretary or his delegate, he treated as a trust to 
which subpart C applies. 

§ 1.665 (d)-l Preceding Taxable Year. — (a) Definition.- — For 
purposes of sections 665 through 668 (subpart D) , the term “preceding 
taxable year” does not include any taxable year to which part I of 
subekapter J of chapter 1 of the Internal Revenue Code of 1954 does 
not apply. See section 683 and regulations thereunder. Accordingly, 
the provisions of sections 665 through 668 (subpart D) may not, 
in general, be applied to any taxable year which begins before 1954 
or ends before August 17, 1954. For example, if a trust (reporting 
on the calendar year basis) makes a distribution during the calendar 
year 1955 of income accumulated during prior years and the dis- 
tribution exceeds the distributable net income of 1955, the excess 
distribution may be allocated under sections 665 through 668 (sub- 
part D) to 1954, but it may not be allocated to 1953 and preceding 
years, since the Internal Revenue Code of 1939 applies to those years. 

(b) Simple trusts subject to sections 665 through 668 ( subpart D ). — 
An accumulation distribution may be properly allocated to a preceding 
taxable year in which the trust qualified as a simple trust (that is, 
qualified for treatment under sections 651 and 652 (subpart B) ) . In 
such event, the trust is treated for such preceding taxable year in all 
respects as if it were a trust to which sections 661 through 663 (subpart 
C) apply. An example of such a circumstance would be in the case of 
a trust (required under the trust instrument to distribute all of its in- 
come currently) which received in the preceding taxable year extraor- 
dinary dividends or taxable stock dividends which the trustee in good 
faith allocated to corpus, but which are subsequently determined to be 
currently distributable to the beneficiary. See section 643(a) (4) and 
§ 1.643 (a) -4. The trust would qualify for treatment under sections 
661 through 663 (subpart C) for the year of distribution of the extraor- 
dinary dividends or taxable stock dividends, because the distribu- 
tion is not out of income of the current taxable year and would be 
treated as other amounts properly paid or credited or required to be 
distributed for such taxable year within the meaning of section 
661(a)(2). Also, the distribution would qualify as an accumulation 
distribution for the pul-poses of sections 665 through 668 (subpart D) 
if in excess of $2,000 and not excepted under section 665(b) and the 
regulations thereunder. For the purposes only of sections 665 through 
668 (subpart D) , the trust would be treated as subject to the provisions 
of sections 661 through 663 (subpart C) for the preceding taxable year 
m which the extraordinary or taxable stock dividends were received, 
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and, in computing undistributed net income for such preceding year, 
the extraordinary or taxable stock dividends would do included in 
distributable net income under section 643(a). The rule stated in the 
preceding sentence would also apply if the distribution in the later year 
were made out of corpus without regard to a determination that the 
extraordinary dividends or taxable stock dividends in question were 
currently distributable to the beneficiary. 

§ 1*665 (d)-2 Application of Separate Share Rule. — In trusts to 
which the separate share rule of section 663(c) is applicable for any 
taxable year, sections 665 through 668 (subpart D) are applied as if 
each share were a separate trust. Thus, “undistributed net income” 
and the amount of an “accumulation distribution” are computed sepa- 
rately for each share. The “taxes imposed on the trust” are allocated 
as follows : 

(a) There is first allocated to each separate share that portion of the 
“taxes imposed on the trust,” computed before the allowance of credits 
under section 642 ( a) , which bears the same relation to the total that the 
distributable net income of the separate share bears to the distributable 
net income of the trust, adjusted for this purpose as follows: 

(1) There is excluded from distributable net income of the trust 
and of each separate share any tax-exempt interest, foreign income 
of a foreign^ trust, and excluded dividends, to the extent such 
amounts are included in distributable net income pursuant to sec- 
tion 643(a) (5), (6), and (7) ; and 

(2) The distributable net income of the trust is reduced by any 
deductions allowable under section 661 for amounts paid, credited, 
or required to be distributed during the taxable year, and the dis- 
tributable net income of each separate share is reduced by any such 
deduction allocable to that share. 

(b) The taxes so determined for each separate share are then re- 
duced by that portion of the credits against tax allowable to the trust 
under section 642(a) in computing the “taxes imposed on the trust” 
which bear the same relation to the total that the items of income 
allocable to the separate share with respect to which the credit is 
allowed bear to the total of such items of the trust. The amount of 
taxes imposed on the trust allocable to a separate share as so deter- 
mined is then reduced by the amount of the taxes allowed under sec- 
tions 667 and 668 as a credit to a beneficiary of the separate share on 
account of any accumulation distribution determined for any taxable 
year intervening between the year for which the determination is 
made and the year of an accumulation distribution with respect to 
which the determination is made. See paragraph (b) of § 1.665 (c)-l. 

§ 1.666(a) Statutory Provisions; Excess Distributions by 
Trusts; Allocation of Accumulation Distribution. 

SEC. 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRE- 
CEDING YEARS. 

(a) Amount Allocated. — In tlie case of a trust which for a taxable year 
beginning after December 31, 1953, is subject to subpart O, the amount of the 
accumulation distribution of such trust for such taxable year shall be deemed 
to be an amount within the meaning of paragraph (2) of section 661(a) 
distributed on the last day of each of the 5 preceding taxable years to the 
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extent that such amount exceeds the total of any undistributed net incomes 
for anv taxable years intervening between the taxable year with respect to 
which the accumulation distribution is determined and such preceding tax- 
aide rear. The amount deemed to be distributed m any such preceding 
taxable rear under the preceding sentence shall not exceed the undistributed 
net income of such preceding taxable year. For purposes of this subsection, 
undistributed net income for each of such 5 preceding taxable years shall be 
computed without regard to such accumulation distribution and without 
regard to any accumulation distribution determined for any succeeding 
taxable year. 


s 1. 666(a) -1 Amount Allocated. — (a) If a trust makes an ac- 
cumulation distribution in any taxable year, the distribution is in- 
cluded in the beneficiary’s taxable income for that year to the extent 
of the undistributed net income of the trust for the preceding 5 years. 
It is therefore necessary to determine the extent to which there is un- 
distributed net income for the preceding 5 years. F or. this purpose, 
an accumulation distribution made in any taxable year is allocated to 
each of the 5 preceding taxable years in turn, beginning with the most 
recent year, to the extent of the undistributed net income of each of 
those years. Thus, an accumulation distribution is deemed to have 
been made from the most recently accumulated income of the trust. 

(b) If, before the application of the provisions of sections 665 
through 668 (subpart D) to an accumulation distribution for the 
taxable year, there is no undistributed net income for a preceding tax- 
able year, then no portion of the accumulation distribution is deemed 
distributed on the last day of such preceding taxable year. Thus, if an 
accumulation distribution is made during the taxable year 1960 and 
the trust had no undistributed net income for the taxable year 1959, 
then no portion of the 1960 accumulation distribution is deemed dis- 
tributed on the last day of 1959. For purposes of subpart D, the term 
u 5 preceding taxable years” includes only the 5 taxable years immedi- 
ately preceding the taxable year in which the accumulation distribution 
is made and which are subject to part I of subchapter J of chapter 1 of 
the Internal Revenue Code of 1954, even though the trust has no 
undistributed net income during one or more of those years. 

(c) Paragraphs (a) and (b) may be illustrated by the following 
example: 


Example. In 1959, a trust, reporting on the calendar year basis, 
makes an accumulation distribution of $25,000. In 1958, the trust 
had $7,000 of undistributed net income; in 1957, none; in 1956, 
$12,000 ; in 1955, $4,000 ; in 1954, $4,000. The accumulation distribu- 
tion will be deemed distributed $7,000 in 1958, none in 1957, $12,000 
in 1956, $4,000 in 1955, and $2,000 in 1954. 

(d) For the purposes of allocating to any preceding taxable year 
an accumulation distribution of the taxable year, the undistributed 
net income of such preceding taxable year is computed without re- 
gard to the accumulation distribution of the taxable year or of tax- 
able years following the taxable year. However, accumulation dis- 
tributions of any taxable years intervening between such preceding 
taxable year and the taxable year are taken into account. Accord- 
ingly, if a trust has undistributed net income for the taxable year 
1954 and makes an accumulation distribution during the taxable year 
1955, the undistributed net income for 1954 is computed without 


§ 1.666(a)— 1(a)' 



341 


regard to the accumulation distribution for 1955 or any subsequent 
year. If the trust makes a further accumulation distribution for 
1956, the undistributed net income for 1954 is computed without regard 
to the accumulation distribution for 1956 or subsequent years; but in 
determining the undistributed net income for 1954 for purposes of 
the 1956 accumulation distribution the accumulation distribution for 
1955 will be taken into account. 

§ 1.666(b) Statutory Provisions; Excess Distributions by 
Trusts ; Total Taxes Deemed Distributed. 

SEC. 668. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRE- 
CEDING YEARS. * * * 

(b) Total Taxes Deemed Distributed. — If any portion of an accumula- 
tion distribution for any taxable year is deemed under subsection (a) to 
be an amount within the meaning of paragraph (2) of section 661(a) 
distributed on the last day of any preceding taxable year, and such portion 
of such accumulation distribution is not less than the undistributed net in- 
come for such preceding taxable year, the trust shall be deemed to have 
distributed on the last day of such preceding taxable year an additional 
amount within the meaning of paragraph (2) of section 661(a). Such 
additional amount shall be equal to the taxes imposed on the trust for such 
preceding taxable year. For purposes of this subsection, the undistributed 
net income and the taxes imposed on the trust for such preceding taxable 
year shall be computed without regard to such accumulation distribution 
and without regard to any accumulation distribution determined for any 
succeeding taxable year. 

§ 1.666 (b)-l Total Taxes Deemed Distkebtjted. — (a) If an accu- 
mulation distribution is deemed under § 1.666 ( a) -1 to be distributed 
on tbe last day of a preceding taxable year and the amount is not less 
than the undistributed net income for such preceding taxable year, 
then an additional amount equal to the “taxes imposed on the trust” 
(as defined in § 1.665 (c)-l) for such preceding taxable year is likewise 
deemed distributed under section 661(a)(2). For example, a trust 
has taxable income of $11,032 (not including any capital gains) and 
undistributed net income of $8,000 for the taxable year 1954. The taxes 
imposed on the trust are $3,032. During the taxable year 1955, an ac- 
cumulation distribution of $8,000 is made to the beneficiary, which is 
deemed under § 1.666 (a)-l to have been distributed on the last day of 
1954. The taxes imposed on the trust for 1954 of $3,032 are also 
deemed to have been distributed on the last day of 1954 since the 1955 
accumulation distribution is not less than the 1954 undistributed net 
income. Thus, a total of $11,032 will be deemed to have been dis- 
tributed on the last day of 1954 because of the accumulation distribu- 
tion of $8,000 made in 1955. 

(b) For the purpose of paragraph (a) of this section, the undis- 
tributed net income of any preceding taxable year is computed with- 
out regard to the accumulation distribution of the taxable year or any 
taxable year following such taxable year. However, any accumulation 
distribution of taxable years intervening between such preceding tax- 
able year and the taxable year are taken into account. See paragraph 
(d) of § 1.666 ( a) -1 and paragraphs (f)(5) and (g)(1) of §1.668 
(b)-2. 
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§ 1.666(c) Statutory Provisions ; Excess Distributions by 
Trusts; Pro Rata Portion of Taxes Deemed Distributed. 

SEC. 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRE- 
CEDING YEARS. * * * 

(e) Pro Rata Portion of Taxes Deemed Distributed. — If any portion of 
an accumulation distribution for any taxable year is deemed under subsec- 
tion (a) to be an amount within the meaning of paragraph (2) of section 
661(a) distributed on the last day of any preceding taxable year and such 
portion of the accumulation distribution is less than the undistributed net 
income for such preceding taxable year, the trust shall be deemed to have 
distributed on the last day of such preceding taxable year an additional 
amount within the meaning of paragraph (2) of section 661(a). Such 
additional amount shall be equal to the taxes imposed on the trust for such 
taxable year multiplied by the ratio of the portion of the accumulation dis- 
tribution to the undistributed net income of the trust for such year. For 
purposes of this subsection, the undistributed net income and the taxes im- 
posed on the trust for such preceding taxable year shall be computed without 
regard to the accumulation distribution and without regard to any accu- 
mulation distribution determined for any succeeding taxable year. 

§ 1.666 (c)-l Pro Rata Portion of Taxes Deemed Distributed. — 
(a) If B an ^ accumulation distribution is deemed under § 1.666(a)-! 
to be distributed on the last day of a preceding taxable year and the 
amount is less than the undistributed net income for such preceding 
taxable year, then an additional amount is likewise deemed distributed 
under section 661 (a)(2). The additional amount is equal to the taxes 
imposed on the trust, as defined in § 1.665 (c)-l, for such preceding 
taxable year, multiplied by the fraction of which the numerator 
is the amount of the accumulation distribution and the denominator 
is the undistributed net income for such preceding taxable year. See 
paragraph (b) of example (1) and paragraphs (c) and (f) of exam- 

(f,(2) of 5 1M8(i) - 2 

, .(k) For the purpose of paragraph (a) of this section, the undis- 
tributed net income of any preceding taxable year is computed with- 
out regard to the accumulation distribution of the taxable year or 
any taxable year following the taxable year. However, accumulation 
distil but ions of any taxable years intervening between such preceding 
taxable year and the taxable year are taken into account. See para- 
graph <d) of § 1 666 (a)-l, paragraph (c) of example (1) and para- 

(fH^ciii) Sfii&wT 1 * 1 * <2) “ 8 1 ' 666(<5) - 2 “ d par,sr * ph 

§ 1.666(c) -2 Illustration of the Provisions of Section 666.— 

i «2fl/ P ?i I<m i. of ^ provisions of §§ 1.666(a)-!, 1.666 (b)-l, and 
1.666(c)-l may be illustrated by the following examples : 

(-?).— (a) A trust makes accumulation distributions as 


196oI $7,000 

25,000 

For 1954 through 1958, the undistributed portion of distributable 

? Tn’ XeS imp0Sed 011 the trust > and undistributed net income 
are as follows: 
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Year 

1958. 

1957. 

1956. 

1955. 

1954. 


Undistributed 
portion of 
distributable 
net income 

$12, 100 
16, 100 
6, 100 
None 
10, 100 


Taxes imposed 
m the trust 

$3, 400 
5, 200 

1, 360 
None 

2, 640 


Undistributed 
net income 

$8, 700 
10, 900 
4, 740 
None 
7, 460 


(b) Since the entire amount of the accumulation distribution for 
1959 ($7,000), determined without regard to the accumulation dis- 
tribution for 1960, is less than the undistributed net income for 1958 
($8,700), an additional amount of $2,736 ( 7,000/8,700 X $3,400) is 
likewise deemed distributed under section 666 ( c) . 

. ( c ) In allocating the accumulation distribution for 1960, the un- 
distributed net income for 1958 will take into account the accumula- 
tion distribution for 1959, and the additional amount of taxes im- 
posed on the trusty for 1958 deemed distributed. The undistributed 
net income for 1958. will then be $1,906; and the taxes imposed on 
the trust for 1958 will then be $458, determined as follows : 

Undistributed portion of distributable net income as of the close of 

1958 

Less : 

Accumulation distribution ( 1959 ) $7, 000 

Taxes deemed distributed under section 666(c) (7,000/ 

8,700X13,400) 2,736 


Balance (undistributed portion of distributable net income 

as of the close of 1959) 

Less: Personal exemption 


$12, 100 


9, 736 


$2, 364 
100 


Balance $2, 264 

Taxes imposed on the trust (income taxes on $2,264) $458 


Undistributed portion of distributable net income as of the close of 

1959 $2, 364 

Less : Income taxes attributable thereto 458 


Undistributed net income for 1958 as of the close of 1959 $1, 906 

(d) The accumulation distribution of $25,000 for 1960 is deemed 
to have been made on the last day of the of the 5 preceding taxable 
years of the trust to the extent of $17,546, the total of the undistrib- 
uted net income for such years, as shown in the tabulation below. 
In addition, $7,018, the total taxes imposed on the trust for such 
years, is also deemed to have been distributed on the last day of 
such years, as shown below : 

Undistributed Taxes imposed on 


Year net income the trust 

1959 None None 

1958 $1, 906 $458 

1957.. 10,900 5,200 

1956 4, 740 1, 360 

1955 None None 


(e) No portion of the 1960 accumulation distribution is deemed 
made on the last day of 1954 because, as to 1960, 1954 is the sixth 
preceding taxable year. 
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Example (£). (a) Under the terms of a trust instrument, the 

trustee has discretion to accumulate or distribute the income to X and 
to invade corpus for the benefit of X. The entire income of the trust 
is from royalties. Both X and the trust report on the calendar year 
basis. All of the income for 1954 was accumulated. The distributa- 
ble net income of the trust for the taxable year 1954 is $20,100 and the 
income taxes paid by the trust for 1954 with respect to its distributa- 
ble net income are $7,260. All of the income for 1955 and 1956 
was distributed and in addition the trustee made accumulation dis- 
tributions within the meaning of section 665(b) of $6,420 for each 
year. 

(b) The undistributed net income of the trust determined under 
section 665(a) as of the close of 1954, is $12,840, computed as follows : 


Distributable net income $20, 100 

Less : Taxes imposed on the trust 7’ 260 

Undistributed net income as of the close of 1954 $12, 840 


(c) The accumulation distribution of $6,420 made during the tax- 
able year 1955 is deemed under section 666(a) to have been made on 
December 31, 1954. Since this accumulation distribution is less than 
the 1954 undistributed net income of $12,840, a portion of the taxes 
imposed on the trust for 1954 is also deemed under section 666(c) to 
have been distributed on December 31, 1954. The total amount 
deemed to have been distributed to X on December 31, 1954, is 
$10,050, computed as follows : 


Accumulation distribution $$ 420 

Taxes deemed distributed ( 6,420/12,840 X $7,260)* IIIIIIIIIII 3) 630 


1 oral $1.0, 050 

(d) After the application of the prolusions of sections 665 through 
668 (subpart D) to the accumulation distribution of 1955, the undis- 
tributed portion of the distributable net income of the trust for 1954, 
is $10,050, and the taxes imposed with respect thereto are $2,623, 
computed as follows : 


Distributable net income as of the close of 1954 $20, 100 

Less : 1955 accumulation distribution and taxes deemed distributed on 
December 31, 1954 (paragraph (e) ) 1 10, 050 

1 ^distributed portion of the 19*>4 distributable net income ad- 
justed as of the close of 1955 $10 050 

Less : Personal exemption IIIIII ’ iqo 

Balance _ 

Income taxes on $9,950 UUIITT $2 623 

, J®) The undistributed net income of the trust for the taxable year 
. ' as adjusted to give eflect to the 1955 accumulation distribution, 

is $ i ,42 i , computed as follows : 

U 19l rlbUted portion of distrib utable net income as of the close of 

Less : Income taxes applicable tieretoIZZZZZ-ZZZZZZZZZIZIZZZZZIZIIIZI ^2 623 

Undistributed net income determined as of the close of 1955 $7, 427 

, d) Inf isnnTch as all of the income of the trust for the taxable year 
1905 was distributed to X, the trust had no undistributed net income 
year. Accordingly, the accumulation distribution of $6,420 

•i distrilnitm T ta ? a kl e year 1956 is, under section 666(a), deemed 
a distribution to X on December 31, 1954, within the meaning of 
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section 661 (a) (2) . Since this accumulation distribution is less than 
the 1954 adjusted undistributed net income of $7,427, the trust is 
deemed under section 666(c) also to have distributed on December El, 
1954, a portion of the taxes imposed on the trust for 1954. The total 
amount deemed to be distributed on December 31. 1954. with respect 
to the accumulation distribution made in 1956, is $8,687' computed as 
follows : 

Accumulation distribution 420 

Taxes deemed distributed ( 6,420/7,427 X $2,623) 2*267 

Total ~ $ 8,081 

(g) After the application of the provisions of sections 665 through 
668 (subpart D) to the accumulation distribution of 1956, the undis- 
tributed portion of the distributable net income of the trust for 1954, 
is $1,363, and the taxes imposed oil the trust with respect thereto are 
$253, computed as follows : 

Undistributed portion of distributable net income as of the close of 

1955 $10, 050 

ness : 19o6 accumulation distribution and taxes deemed distributed on 


December 31, 1954 (paragraph (f ) ) 8,687 


Undistributed portion of distributable net income as of the close 

of 1956 $i 7 363 

Less: Personal exemption 100 


Balance $i 263 

Income taxes on $1,263 £253 


(h) The undistributed net income of the trust for the taxable year 
1954, determined as of the close of the taxable vear 1956, is $1,110 
($1,363 less $253). 

§ 1.667 Statutory Provisions ; Excess Distributions by Trusts ; 
Denial of Refund to Trusts. 

SEC. 667. DENIAL OF REFUND TO TRUSTS. 

The amount of taxes imposed on the trust under this chapter, which would 
not have been payable by the trust for any preceding taxable year had the 
trust in fact made distributions at the times and in the amounts deemed 
under section 666, shall not be refunded or credited to the trust, but shall 
be allowed as a credit under section 668(h) against the tax of the beneficiaries 
who are treated as having received the distributions. For purposes of the 
preceding sentence, the amount of taxes which may not be refunded or 
credited to the trust shall be an amount equal to the excess of (1) the taxes 
imposed on the trust for any preceding taxable year (computed without 
regard to the accumulation distribution for the taxable year) over (2) the 
amount of taxes for such preceding taxable year imposed on the undistrib- 
uted portion of distributable net income of the trust for such preceding tax- 
able year after the application of this subpart on account of the accumula- 
tion distribution determined for such taxable year. 

§ 1.667-1 Denial of Refund to Trusts. — (a) If an amount is 
deemed under section 666 to be an amount paid, credited, or required 
to be distributed on the last day of a preceding taxable year, the trust 
is not allowed a refund or credit of the amount of “taxes imposed on 
the trust, 55 as defined in § 1.665(c)-!, which would not have been pay- 
able for the preceding taxable year bad the trust in fact made such 
distribution on the last day of such year. However, such taxes are 
allowed as a credit under section 668(b) against the tax of the bene- 
ficiaries who are treated as having received the distributions in the 
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deduction has already been utilized in reducing the amount included 

in the beneficiary's income. 

1 1.6(>8(a)-2 Allocation Among Beneficiaries; in General. — 
The portion of the total amount includible in gross income under 
g 1.668(a)-! which is includible in the gross income of a particular 
beneficiary is based upon the ratio determined under the second sen- 
tence of section 662(a)(2) for the taxable year (and not for the 
preceding taxable year). This section may be illustrated by the 
following example : 

Example, (a) Under the terms of a trust instrument, the trustee 
may accumulate the income or make distributions to A and B. The 
trustee may also invade corpus for the benefit of A and B. The dis- 
tributable net income of the trust for the taxable year 1955 is $10,000. 
The trust had undistributed net income for the taxable year 1954 
of $5,000, to which a tax of $1,100 was allocable. During the taxable 
year 1955, the trustee distributes $10,000 to A and $5,000 to B. Thus, 
of the total distribution of $15,000, A received two-thirds and B re- 
ceived one-third. 

(b) For the purposes of determining the amounts includible in 
the beneficiaries] gross income for 1955, the trust is deemed to have 
made the following distributions : 

Amount distributed out of 1055 income (distributable net income) $10,000 

Accumulation distribution deemed distributed by tbe trust on the last 

day of 1954 under section 606(a) 5, 000 

Taxes imposed on tbe trust deemed distributed under section 666(b) — 1, 100 

(c) A will include in his gross income for 1955 two-thirds of each 
item shown in paragraph (b). Thus, he will include in gross income 
$6,666.67 (10,000/15,000 X $10,000) of the 1955 distributable net. 
income of the trust as provided in section 662(a)(2), and $3,333.33 
( 10,000/15,000 X$5, 000) of the accumulation distribution and 
$733.33 (10,000/15,000 X$l, 100) of the taxes imposed on the trust as 
provided in section 668(a). 

(d) B will include in his gross income for 1955 one-third of each 
item shown in paragraph (b), computed in the manner shown in 
paragraph (c). 

. § 1.668 (a) -3 Excluded Amounts. — When a trust pays, credits, or 
is required to distribute to a beneficiary amounts which are excluded 
under section 665(b) (1), (2), (3), or (4) from the computation of 
an accumulation distribution, the amount includible under sections 
b65 through 668 (subpart D) in the gross income of the beneficiaries 
pursuant to § 1.668(a)— 1 is first allocated to the beneficiaries as pro- 
vided in § 1.668 (a) -2 and, second, the amount allocable to the bene- 
ficiary receiving amounts which are excluded under section 665 (b) (1) , 
(2) , (3) , or (4) is reduced by the excluded amounts. This section may 
be illustrated by the following examples, in which it is assumed the 
trusts and beneficiaries report on the calendar year basis and the in- 
come of the trusts was derived entirely from taxable interest : 

Example ( 1 ). (a) A trust in 1957 has income as defined in sec- 

tion 643(b) of $35,000 and expenses allocable to corpus of $5,000. 
Its distributable net income is, therefore, $30,000 ($35,000 -$5,000) .. 
ihe undistributed net income of the trust and the taxes imposed on 
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the trust were $12,840 and $7,260, respectively, for each of the years 
1956, 1955, and 1954. The terms of the trust instrument provide for 
the accumulation of income during the minority of beneficiaries A 
and B. However, the trustee may make discretionary distributions 
to either beneficiary after he becomes 21 years of age. Also, the 
trustee may invade corpus for the benefit of A and B. B became 21 
years of age on January 1, 1957, and, as of that date, A was 25 years 
old. The trustee distributed $50,000 each to A and B during 1957. 

_ (b) Since each beneficiary received one-half of the total amount 
distributed by the trust, each must include in gross income under 
section 662(a) (2) one-half ($15,000) of the distributable net income 
($30,000) of the trust for 1957. 

_(e) The excess distribution of $35,000 ($50,000 — $15,000) re- 
ceived by B is excluded from the determination of an accumulation 
distribution under section 665(b)(1) and accordingly is not includ- 
ible in B’s gross income under section 668(a). Nor is such amount 
treated as an accumulation distribution for the purpose of determin- 
ing the amount includible in A*s gross income under section 668(a). 

(d) The accumulation distribution of the trust is $35,000, com- 
puted as follows: 


Total distribution by the trust $100, 000 

Less : 

Distributable net income for 1957 $30, 000 

Excess distribution to B 35, 000 

65, 000 


Accumulation distribution to A $35, 000 

(e) The accumulation distribution of $35,000 will be allocated to 
the preceding taxable years 1956, 1955, and 1954, and the trust will 
be deemed to have made the following distributions to A on the last 
day of those years: 

ms 1955 Mi Total 

Undistributed net income $12, 840 $12, 840 $9, 320 $35, 000 

Taxes imposed on the trust 7, 260 7, 260 5, 270 19, 790 

Total - $20,100 $20,100 $14,590 $54,790 


Thus, A will include $54,790 in his gross income for 1957 under sec- 
tion 668(a). A will, however, receive credit against his tax under 
section 668(b). 

Example (0). (a) Under the terms of a trust the trustee may 

make discretionary distributions out of income to A during her life. 
The balance of the income is to be accumulated dining the minority 
of her son, B, and is to be distributed to him when Tie becomes 21 
years of age. Thereafter the trustee may also may discretionary 
payments of income to B. Also, the trustee may invade corpus for 
the benefit of A and B. B became 21 years of age on December 31, 
1955. The distributable net income of the trust for 1955 is $30,000. 
It had undistributed net income of $12,840 for the preceding taxable 
year 1954 and the taxes imposed on the trust for such year were 
$7,260. The trustee distributed $15,000 to A during 1955 and on 
December 31, 1955, he distributed $60,000 to B, which represented 
income accumulated during his minority. 


416926° — 57 23 
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(b) Since B received four-fifths of the total amount ($75,000) 
distributed by the trust during 1955, he must include in his gross 
income under section 662(a)(2) four-fifths ($24,000) of the dis- 
tributable net income ($30,000) of the trust 'for 1955. A will in- 
clude in her gross income under section 662(a) (2) one-fifth ($6,000) 
of the distributable net income ($30,000) of the trust for 1955. 

(c) The excess distribution of $36,000 ($60,000— $24,000) re- 
ceived by B is excluded from the determination of an accumulation 
distribution under section 665(b) (1) and accordingly is not includ- 
ible in his gross income under section 668 ( a) . . 

(d) The amount treated as an accumulation distribution for the 
purpose of determining the amount includible in A 5 s gross income 
for 1955 under section"668(a) is $9,000, computed as follows: 


Total distribution by the trust $75, 000 

Distributable net income for 1955 $30, 000 

Excess distribution to B 36, 000 

66, 000 


Amount treated as an accumulation distribution $9, 000 


(e) Inasmuch as the amount of $9,000 is less than the total un- 
distributed net income of the trust ($12,840) for the preceding tax- 
able year 1954, a pro rata portion of the taxes imposed on the trust 
for that year are also deemed distributed by the trust. Thus, A will 
include $14,089 in her gross income for 1955 under section 668(a) 
computed as follows : 


1954 

Accumulation distribution $<), 000 

Taxes imposed on the trust (9, 000/12, 840X$7, 260) 5, 089 


Total $14,089 


A will, however, receive credit against her tax under section 668(b). 

§1.668(a)-4 Tax Attributable to Throwback. — (a) The tax at- 
tributable to amounts deemed distributed under section 666 is imposed 
on the beneficiary for the taxable year of the beneficiary in which the 
accumulation distribution is made unless the taxable year of the bene- 
ficiary is different from that of the trust (see section 662(c) and the 
regulations thereunder). However, the tax cannot be greater than 
the aggregate of the taxes attributable to those amounts had they 
been included, in accordance with the provisions of section 662(a) (2) 
and (b), in the gross income of the beneficiary for the preceding tax- 
abie year or years in which they were deemed distributed. The tax 
liability of the beneficiary for the taxable year is computed in the 
following manner : 

(1) First, compute the amomit of tax for the taxable year attribut- 
able to the section 666 amounts which are included in the gross income 
of the beneficiary for the year. The tax attributable to those amounts 
is the difference between the tax for the taxable year computed with 
the inclusion of the section 666 amounts in gross income and the tax 
computed without including them in gross income. 

(2) Next, compute the tax attributable to the section 666 amounts 
for each of the preceding taxable years as if they had been included 
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in gross Income for those years. The tax attributable to such amounts 
In each such preceding taxable year Is the difference between the tax 
for such preceding year computed with the Inclusion of the section 
666 amounts in gross income and the tax for such year computed 
without Including them in gross income. The tax computation for 
each preceding year shall reflect the taxpayers marital and depend- 
ency status for that year. 

(S) The total tax for the taxable year Is the tax for that year com- 
puted without including the section 666 amounts, phis — 

(i) The amount of the tax for the taxable year attributable 
to the section 666 amounts (computed in accordance with sub- 
paragraph (1) of this paragraph), 

or 

,(ii) The sum of the taxes for the preceding taxable years at- 
tributable to the section 666 amounts (computed in accordance with 
subparagraph (2) of this paragraph) , 

whichever Is the smaller. 

(b) The provisions of paragraph (a) of this section may he illus- 
trated by the following example : 

Example. (1) During the taxable year 1956, $10,000 is deemed 
distributed under section 666 to a beneficiary, of which $6,000 is 
deemed distributed by the trust on the last day of 1955 and $4,000 
on the last day of 1954. The beneficiary had taxable income (after 
deductions) from other sources of $5,000 for 1956, $10,000 for 1955, 
and $10,000 for 1954. The beneficiary's tax liability for 1956 is 


$4,730 determined as follows : 

Year 1956 

Tax on $15,000 (taxable income including section 666 amounts) $4, 730 

Tax on $5,000 (taxable income excluding section 666 amounts) 1,100 

Tax attributable to section 666 amounts $3,630 

Year 1955 

Tax on $16,000 (taxable income including section 666 amounts) $5,200 

Tax on $10,000 (taxable income excluding section 666 amounts) 2, 640 

Tax attributable to section 666 amounts $2, 560 

Year 1954 

Tax on $14,000 (taxable income including section 666 amounts) $4,260 

Tax on $10,000 (taxable income excluding section 666 amounts) 2, 640 

Tax attributable to section 666 amounts $1,620 


(2) Inasmuch as the tax of $3,680 attributable to the section 666 
amounts as computed at 1956 rates is less than the aggregate of the 
taxes of $4,180 ($2,560 plus $1,620) determined for the preceding 
taxable years, the amount of $3,630 is added to the tax ($1,100) com- 
puted for 1956 without including the section 666 amounts. 

§ 1.668(a)-4(bj 



352 


§ 1.668(b) Statutory Provisions; Excess Distributions by 
Trusts ; Treat me nt of Amounts Deemed Distributed in Preceding 
Taxable Years; Credit for Taxes Paid by Trust. 

SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN 
PRECEDING YEARS. * * * 

(b) Credit for Taxes Paid by Trust. — The tax imposed on beneficiaries 
under this chapter shall be credited with a pro rata portion of the taxes im- 
posed on the trust under this chapter for such preceding taxable year which 
would not have been payable by the trust for such preceding taxable year 
had the trust in fact made distributions to such beneficiaries at the times 
and in the amounts specified in section 666. 


§ 1.668(b)-! Credit for Taxes Paid by the Trust. — ( a) The 
taxes imposed on a complex trust for a taxable year which would not 
have been payable by the trust if amounts deemed under section 666 to 
have been distributed in the year had in fact been distributed in the 
year are not allowable as a refund to the trust but are allowable as a 
credit against the tax of the beneficiaries to whom the amounts de- 
scribed in section 666(a) are distributed. 

(b) The credit to which a beneficiary is entitled under section 
6&3(b) is allowed for the taxable year in which the accumulation dis- 
tribution (to which the credit relates) is required to be included in 
the gross income of the beneficiary. Any excess over the total tax 
liability of the beneficiary is treated as an overpayment of tax by the 
beneficiary. 

(c) The beneficiary is entitled to a portion of the credit described 
in paragraph (a) of this section in the ratio which the amount of the 
accumulation distribution to him bears to the accumulation distribu- 
tions to all the beneficiaries. 


§ 1.668(b) -2 Illustration of the Provisions of Sections 665 
Through 668. — The provisions of sections 665 through 668 (subpart 
D) may be illustrated by the following example : 

E xaraple. ( a ) F acts . ( 1 ) ^ Under the terms of a trust instrument, 
one-half of the trust income is required to be distributed currently 
to beneficiary A. The trustee may in his discretion accumulate the 
balance of the income of the trust or he may make distributions to 
B out of income or corpus. The trust is to terminate upon the death 
of A and the corpus is to be distributed to B. Capital gains are 
allocable to corpus. All of the expenses of the trust are charges 
against income. Tlie trust instrument provides for a reserve for 
depreciation, so that depreciation is deductible in computing dis- 
tributable net income. The trust and both beneficiaries report on 
calendar ^ ear basis * The trust had long-term capital gains of 
^lO.OOQ for 1954, and $10,000 for 1955, which were allocated to 
corpus. The distributable net income of the trust as determined 
under section 643(a) for 1954, 1955, 1956, and 1957 is deemed to 
consist of the following items of income : 
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i Dividends ] 

j \ 

( i 

i Bents 

t Interest 
{taxable; 

Interest i 
(exempt) j 

| Total 

1954— 

1 S 15. 000 ! 

$20, 000 

$10,000 1 

$5, 000 ; 

I $50, 000 

1955 . 

; io T ooo < 

15, 000 

10,000 j 

5, 000 ! 

40, 000 

1956 

- i 10,000 i 

20. 000 

15,000 j 

5, 000 ; 

SO, 000 

1957.. 

!■ 10,000 1 

is: ooo 

15,000 ! 

5, 000 ! 

45, 000 


(2) One-half (87,50U) of the dividends for 1954 was received by 
the trust on or before July 31, 1954, and the balance was received 
after that date. 

(3) The following distributions were made by the trustee to A 
and B during the taxable years 1954 through 1957 : 


A B 

1954 $25. 000 None 

1 955 20, 000 X one 

1 956 25, 000 $45, 000 

1 957 22, 500 29 , 550 


(b) Distribution*; to A. — A is deemed to have received one-half 
of each item of income entering into the computation of distribut- 
able net income as shown in paragraph (a)(1) of this example. 
See § 1.662 (a) -2 for rules for the treatment of currently distribut- 
able income in the hands of the beneficiary. 

(c) Tax liability of the trust . — (1) 19o\. — (i) The tax liability 
of the trust for the taxable year 1954 is $13,451, computed as follows : 

Distributable net income under section 643 ( a ) ( paragraph (a)(1))- $50, 009 
Less amounts not includible in gross income: 


Tax-exempt interest $5,000 

Dividend exclusion 50 

5,050 


Distributable net income as adjusted $44,950 

Add: Capital gains (long-term) 20,000 


Total $64, 950 

Deductions : 

Distributions to A $22,475 

Capital gain deduction 10, 000 

Personal exemption 100 

32, 575 


Taxable income $32, 375 

Alternative tax 13, 601 

Dividend received credit 150 


Tax liability $13, 451 


(ii) See paragraph (b) of this example for character of income 
deemed distributed to A and section 661 for rules for commuting 
the amount deductible by a trust for distributions to beneficiaries. 
Inasmuch as one-half of the dividends of the trust are deemed to be 
distributed to A, $25 of such distribution is deemed to be made 
from the dividend exclusion of $50, and the balance from dividends 
included in the gross income of the trust, (that is, since the year 
1954 is involved, $3,725 from dividends received on or before July 
31, 1954, and $3,750 from dividends received after July 31, 1954). 
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The trust is entitled to a dividend received credit attributable to 
the dividends of $3,750 received after July 31, 1954, which were not 
distributed to any beneficiary during the taxable year. 

(2) 1955— { i) The tax liability of the trust for the taxable year 
1955 is $8,189, computed as follows : 

Distributable net income under section 643(a) (paragraph (a) (1) ) ~ $40, 000 


Less amounts not includible in gross income: 

Tax-exempt interest 000 

Dividend exclusion 50 

5, 050 


Distributable net income as adjusted $34, 950 

Add: Capital gains (long-term) 10,000 


Total , $44, 950 

Deductions : 

Distributions to A $17, 475 

Capital gain deduction 5, 000 

Personal exemption 100 

22, 575 


Taxable income $22,375 

Alternative tax 8, 388 

Dividend received credit 199 


Tax liability $8, 189 

(ii) See paragraph (b) of this example for character of income 
deemed distributed to A and section 661 for rules for computing 
the amount deductible by a trust for distributions to beneficiaries. 
Inasmuch as one-half ($4,975) of the dividends of $9,950 ($10,000 
less dividend exclusion of $50) included in the gross income of the 
trust is deemed distributed to A, the trust is entitled to a dividend 
received credit with respect to the dividends of $4,975 which were 
not distributed to any beneficiary during the taxable year. 

(3) 1956 and 1957 . — The trust had no tax liability for the taxable 
years 1956 and 1957 since all of its income was distributed during 
such years. 

. (d) Accumulation distributions. — (1) Accumulation distribu- 
tions of $20,000 and $7,050, as defined in section 665(b), were made 
to B during the years 1956 and 1957, respectively, computed as 
* shown below: 


Distributable net income of the trust as computed 1956 1957 

under section 643(a) $50, 000 $45, 000 

Less: Income currently distributable to A 25, 000 22, 500 


Balance of income $25,000 $22, 500 

Other amounts distributed toB 45 } 000 29, 550 


Accumulation distributions toB $20, 000 $7, 050 


(2) B is deemed to have received one-half of each item of income 
entering into the computation of distributable net income (shown in 
paragraph (a) (1) ) for the years 1956 and 1957. 

(3) The accumulation distribution for 1956 must first be allocated 
to the preceding taxable years as provided in section 666. After the 
application of the provisions of sections 665 through 668 (subpart D) 
to the 1956 accumulation distribution and to the undistributed net 
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incomes of tlie preceding taxable years, a similar allocation must be 
made of the 1$57 accumulation distribution. 

(e) Throwback of 1956 accumulation distribution to 1933 . — 
The accumulation distribution of $20,000 for 1950 must be allocated 
to the first preceding taxable year 1955, before allocation is made to 
the second preceding taxable year 1954. 

(1) 1955 undistributed net income . — (i) The undistributed net- 
income of the trust for 1955, determined as of the close of 1955, is 
$12,885, computed as follows : 

Distributable net income as computed under section 643(a) 


( paragraph (a)(1)) 840, 000 

Less : 

Distributions to A $20, 000 

Taxes imposed on the trust — 7, 115 


27, 115 

Undistributed net income as of the close of 1955 $12, S85 

(ii) The taxes imposed on the trust of $7,115 are that portion of 
the 'taxes paid by the trust for 1955 which is attributable to the 
undistributed portion of distributable net income included in the 
taxable income of the trust (the “balance’’ in the computation be- 
low) and is determined as follows : 


Taxable income ( paragraph (c) (2) (i) ) $22, 375 

Capital gains allocable to corpus $10, 000 

Less: 

Capital gain deduction $5,000 

Personal exemption 100 


5,100 


Portion of taxable income allocable to corpus 4, 900 

Balance $17,475 

Total taxes paid by the trust $8, 189 

Taxes on income ($4,900) allocable to corpus 1, 074 

Taxes imposed on the trust (section 665 (e) ) $7, 115 


(iii) The amount of $1,074 is the taxes which the trust would have 
paid for 1955 had all of the distributable net income been distributed 
during the year. 

(2) Allocation of 1956 accumulation distribution to the preceding 
taxable year 1955 . — The portion of the 1956 accumulation distribu- 
tion which is deemed under section 666(a) to be distributed to B on 
the last day of 1955 (the first preceding taxable year) is $12,885, an. 
amount equal to the undistributed net income for 1955. An addi- 
tional amount equal to the taxes imposed on the trust ($7,115) is, 
under section 666(b), also deemed to be distributed to B on the last 
day of 1955. Thus, a total of $20,000 ($12,885 plus $7,115) is deemed 
to be distributed to B on December 31, 1955, by reason of the allo- 
cation of the 1956 accumulation distribution to the first preceding 
taxable year. See paragraph (h) of this example for the treatment 
of the amomit of $20,000 in the hands of B. 

(3) Character of amounts deemed distributed.— inasmuch as one- 
half of the 1955 distributable net income of the trust as determined 
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under section 643(a) was currently distributable to A and. the bal- 
ance of such income is deemed under section 666 to be distributed to 
B on December 31, 1955, the distribution to B is deemed to consist of 
one-half of each item of income entering into the computation of the 
1955 distributable net income; that is, dividends of $5,000, rents of 
$7,500, taxable interest of $5,000, and tax-exempt interest of $2,500. 

(4) Credit for taxes paid by the trust— The amount of the taxes 
for the year 1955 which may not be refunded or credited to the trust 
under section 667 and which is allowed as a credit against the tax of 
B for 1956 under section 668(b) is $7,115. See also paragraph 
(h) (3) of this example. 

(5) Effect of application of provisions of sections 665 through 668 
{subpart D) to the year 1955 —After the allocation of the 1956 ac- 
cumulation distribution to the preceding taxable year 1955, the undis- 
tributed portion of the distributable net income, the undistributed net 
income, and the taxes imposed on the trust for 1955 are zero. The 
portion of the 1956 accumulation distribution which is rmabsorbed 
by the 1955 undistributed net income is $7,115, determined as fol- 
lows: 


1950 accumulation distribution (paragraph (d)(1))— $20,000 

Less : Amount allocable to 1955 — 12, 885 

Balance allocable to second preceding taxable year 1954_ $7, 115 


(f ) Throwback of 1956 accumulation distribution to 195b- — The 
unabsorbed portion of the 1956 accumulation distribution of $7,115 
is allocable to the second preceding taxable year 1954 and is treated 
under section 666 as a distribution to B on the last day of such year. 

(1) 195b undistributed net income . — (i) The undistributed net 
income of the trust for 1954, determined as of the close of 1954, is 
$14,155, computed as follows : 

Distributable net income as computed under section 643 ( a ) 


(paragraph (a)(1)) $50,000 

Less : Distributions to A $25, 000 

Taxes imposed on the trust 10, 845 

35, 845 

Undistributed net income as of the close of 1954 $14, 155 


(ii) The taxes imposed on the trust of $10,845 are that portion of 
the taxes paid by the trust for 1954 which is attributable to the un- 
distributed portion of distributable net income included in the tax- 
able income of the trust (the “balance” in the computation below) 
and is determined as follows : 

Taxable income (paragraph (e) (1) (i) ) $32, 375 

Capital gains allocable to corpus $20, 000 

Less: 

Capital gain deduction $10, 000 

Personal exemption . 100 10,100 

Portion of taxable income allocable to corpus 

Balance 

Total taxes paid by the trust $13, 451 

Taxes on income ($9,900) allocable to corpus . 2, 606 

Taxes imposed on the trust (section 665(c) ) $10,845 
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(iii) The amount of $*2,606 is the taxes which the trust would 
have paid for 1954 had all of the distributable net income been dis- 
tributed during that year. 

(2) Allocation of 1596 accumulation distribution to the second 
preceding taxable year 195 A — Since the unabsorbed portion of the 
1956 accumulation distribution of $7,115 is less than the 1954 undis- 
tributed net income of $14,155, the trust is deemed under section 
666(c) to have also distributed an additional amount ($5,451) equal 
to a. pro rata portion ( 7,115/14,155 X$10, 845) of the taxes imposed 
on the trust for 1954. ' Thus, a total of $12,566 ($7,115 plus $5,451 
is deemed to be distributed to B on December 31, 1954, by reason of 
the throwback of the 1956 accumulation distribution. See para- 
graph (h) of this example for the treatment of the amount of $12,- 
566 in the hands of B. 

(3) Character of amoun fs deemed distributed to B . — The amount 
of $12,566 which, under section 666, is deemed to be distributed to 
B on December 31, 1954, is deemed to be composed of the following 
items of income of the trust: Dividends, $3,776 ( 15,000/50,000 X 
$12,566) : rents, $5,026 (20,000/50,000X812.566) : taxable interest, 
$2,513 (10,000 5 VXOy $12,566) ; and tax-exempt interest, $1,257 
( 5,006/50,000 ) • * 1 2 .566 > . One-half of the dividends of $3,770 is 
considered as disrribured. from the dividends received by the trust 
on or before July 31, 1954, of which $13 ( 3,770/15,000 X $50) is 
deemed distributed from the dividends excluded under section 116, 
and the other half as distributed from the dividends received after 
July 31, 1954. Thus, of the total of $12,566 deemed distributed to 
B, $11,296 is considered as made from income included in the gross 
income of the trust and $1,270 from nontaxable income of the trust. 

(4) Credit for taxes paid by the trust. — The amount of the taxes 
for the year 1954 which may not be refunded or credited to the 
trust under section 667 and which is allowed as a credit against the 
tax of B for 1956 under section 668(b), because of the allocation 
of the 1956 accumulation distribution to 1954, is $5,401, computed 
as follows : 


Taxable income of the trust as of the close of 1954 (paragraph 

(c) ( 1 ) ) $32, 3T5 

Less : Amount deemed distributed to B under section 666 from the 
taxable income of the trust It 296 


Taxable income adjusted as of the close of 1956 $21, 079 


Taxes on $21,079 (alternative tax) — - $8,050 

Taxes on income allocable to corpus (subparagraph (1) (ii) of this 
paragraph ) — 2, 606 


Taxes imposed on the trust determined as of the close of 1956- $5, 444 


Taxes imposed on the trust determined as of the close of 1954 $10, 845 

Taxes imposed on the trust determined as of the close of 1956— — 5, 444 


Amount of taxes allowed as a credit to B under section 668(b) _ $5, 401 


(5) Effect of application of provisions of sections 665 through 
668 (subpart D) to the year 1954 * — (i) The undistributed portion 
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of tlie distributable net income of the trust for the year 1954, deter- 
mined as of the close of 1956, is $12,434, computed as follows : 

Distributable net income (section 643(a) ) $50, 000 

T jftss * 

Amount currently distributable to A $25, 000 

Amount deemed distributed to B under section 666 12, 566 

S7 > 566 

Undistributed portion of distributable net income as of tbe 
close of 1956 $12, 434 

(ii) The amount of $12,434 is deemed to consist of dividends of 
$3,730, rents of $4,974, taxable interest of $2,487, and tax-exempt 
interest of $1,243, determined as follows : 



Dividends 

Rents 

Interest 

(taxable) 

Interest 

(exempt) 

Total 

Trust income 

Distributions : 

$15, 000 

$20, 000 

$10,000 

$5, 000 

1 $50, 000 

To A 

7,500 

10, 000 

5, 000 

2, 500 

2 25, 000 

To B 

3, 770 

5, 026 

2, 513 

1, 257 

3 12, 566 

Total 

$11, 270 

$15, 026 

$7, 513 

$3, 757 

$37, 566 

Balance 

$3, 730 

$4, 974 

$2, 487 

$1, 243 

$12, 434 


i See paragraph (a) (1) . 2 See paragraph (b) . 3 See paragraph (f) (3) . 


(iii) The undistributed net income of the trust for 1954, deter- 
mined as of the close of 1956, is $6,990, computed as follows : 

Undistributed portion of distributable net income as of the close of 


1956 $12, 434 

Less : Taxes imposed on the trust determined as of the close of 1956 

(subparagraph (4) of this paragraph) 5, 444 

Undistributed net income as of the close of 1956 $6, 990 


(g) Throwback of 1957 accumulation distribution. — Inasmuch as 
all of the income of the trust for the first preceding taxable year 
1956 was distributed during such year and the trust had no undis- 
tributed net income for the second preceding taxable year 1955 after 
the application of sections 665 through 668 (subpart D) to the 
accumulation distribution made during 1956, the 1957 accumulation 
distribution of $7,050 is allocable to the third preceding taxable year 
1954. See paragraph (d) (1) for computation of the accumulation 
distribution. 

( 1 ) A llo cation of 1957 accumulation distribution to the preceding 
taxable year 195 £ — The portion of the 1957 accumulation distribu- 
tion which is deemed under section 666(a) to be distributed to B on 
the last day of 1954 is $6,990, an amount equal to the undistributed 
net income of the trust for 1954, determined as of the close of 1956. 
An additional amount equal to the taxes imposed on the trust 
($5,444), determined as of the close of 1956, is under section 666(b) 
also deemed to be distributed to B on the last day of 1954. See 
paragraph (f) (4) and (5) of this example. Thus, a total of $12,434 
($6,990 plus $5,444) is deemed to be distributed to B on December 
31, 1954, by reason of the allocation of the 1957 accumulation distri- 
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button to the taxable year 1954. See paragraph (j) of this example 
for the treatment of the amount of $12,434 in the hands of B. 

(2) Character of amounts deemed distributed . — Inasmuch as the 
balance of the 1954 distributable net income of the- trust is deemed 
under section 666 to be distributed to B on December 31* 1954, the 
distribution is deemed to consist of dividends of $3,730, rents of 
$4,974, taxable interest of $2,487, and tax-exempt interest of $1,243. 
See paragraph (f) (5) (ii) of this example. 

(3) Credit for twees paid by the trust. — The amount of taxes for 
the year 1954 which may not be refunded or credited to the trust 
under section 667 and which is allowed as a credit against the tax 
of B under section 668(b) is $5,444, the amount of taxes imposed on 
the trust determined as of the close of 1956. See paragraph (f ) (4) 
of this example. 

(4) Effect of application of provisions of sections 665 through 668 
(subpart D) to the year 1954. — After the allocation of the 1957 
accumulation distribution to the preceding taxable year 1954, the 
undistributed portion of the distributable net income, 'the undistrib- 
uted net income, and the taxes imposed on rhe mist for 1954 are 
zero. The balance of $60 ($7,050 less $6,990) of the 1957 accumula- 
tion distribution remaining after the allocation of the accumulation 
distribution to the year 1954, may not be allocated to the year 1953 
since that year is not subject to the provisions of the Internal 
Revenue Code of 1954. 

(h) Determination of IPs tax liability; taxable year 1956 . — (1) 
Amount of trust income includible in gross income. — (i) Of the 
amount of $45,000 distributed by the trust to B during the taxable 
year 1956, $25,000 is treated as a distribution out of trust income for 
that year within the meaning of section 662(a) (2), and $20,000 as 
an accumulation distribution within the meaning of section 665(b) 
(see paragraph (d) of this example). However, $12,885 plus taxes 
of $7,115 is deemed distributed to B on December 31, 1955, and $7,115 
plus taxes of $5,451 on December 31, 1954, under section 666 by 
reason of the accumulation distribution made during 1956, and these 
amounts are includible in B 7 s gross income for 1956 to the extent that 
they would have been includible in his gross income under section 
662(a)(2) and (b) for 1955 and 1954, respectively, had they been 
distributed on the last day of those years. 

(ii) The amounts distributed to B out of trust income for the year 
1956, and the amounts deemed distributed out of income for the 
preceding taxable years 1955 and 1954 have the following character 
for the purpose of determining the amount includible in B's gross 
income for 1956 : 


Year 

Dividends 

Rents 

Interest 

(taxable) 

Interest 

(exempt) 

Total 

1956 

$5, 000 
5, 000 
3, 770 

$10, 000 
7, 500 
5, 026 


$2, 500 
2, 500 
1, 257 

» $25, 000 

2 20, 000 

s 12, 566 

1955 

1954 _ 

Total 

$13, 770 

$22, 526 

$15,013 j 

$6, 257 

$57, 566 



1 See paragraph (d)(2L 2 See paragraph (e)(3b 3 See paragraph (0(3). 
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Thus, B will include in gross income for 1956 dividends of $13,770 
(subject to the dividend exclusion), rents of $22,526, and taxable in- 
terest of $15,013, and will exclude the tax-exempt interest of $6,257. 

(2) Computation of tax—{ i) For the purpose of computing B’s 
tax liability, it is assumed that he was single during the taxable years 
1954, 1955, and 1956, and that his taxable income (derived from sal- 
ary) for each of the years 1954 and 1955 amounted to $13,400 on 
which a tax of $4,002 was paid for each year. It is also assumed that 
his income (other than distributions from the trust) for 1956 was 
$15,000 derived from salary, and he had allowable deductions of 
$10,600, which included the deduction for personal exemption. 

(ii) The computation of the tax for the taxable year 1956 attribut- 
able to the section 666 amounts which are included in B’s gross in- 
come for such year, as provided in paragraph (a) (1) of § 1.668 (a) -4, 
is as follows : 



(i) 

Section 666 
amounts ex- 
cluded 

(2) 

Section 666 
amounts in- 
cluded 

Salarv __ _ 

$15, 000 

4,950 
10, 000 
7,500 

$15, 000 

13, 720 
22, 526 
15,013 

Income from trust: 

Dividends ($50 excluded) 

Rents 

Taxable interest 

Total 

$37, 450 
10, 600 

$66, 259 
10,600 

Less: Allowable deductions _ „ 

Taxable income _ 

$26, 850 

$55, 659 

Total tax __ 

$11,267 

198 

$31, 064 
475 

Less: Dividend received credit 

Tax liability- 

$11, 069 

$30, 589 

11,069 

Tax on income from which section 668 amounts are ex- 
cluded _ 

1956 tax attributable to section 666 amounts- 



$19, 520 




Only that portion of the dividends received by the trust after July 81, 
1954, and deemed distributed to B under section 666, on the last day 
of such year is included in computing the dividend received credit 
shown in column (2) . See paragraph (f ) (3) . 

(iii) The computation of the taxes for the preceding taxable years 
attributable to the section 666 amounts which are deemed distributed 
by the trust on the last day of these years, as provided in paragraph 
(a) (2) of § 1.668 (a)-4, is as follows: / 81 
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Pm‘* dinar taxable years 


j 

First, im» 

i Second, 1954 

Taxable income previously' reported , 

813. 400 

4. 050 
7. 500 

5, 000 

1 

SI 3, 400 

3, 720 

1 5, 026 

| 2,513 

Section 666 amount" : 

Dividends 6850 excluded/ 

Rent* 

Taxable interest 

Taxable income as adjusted 

$30, 850 

| $24, 659 

Total tax . 

$13, 747 : 
198 j 

$9, 949 

75 

Less: Dividend received credit 

Balance of tax 

$13, 549 
4. 002 

$9, 874 
4, 002 

Tax liability 1 

Tax attributable to section 666 amounts 

$9, 547 ■ 

$5, 872 



Only that portion ($1,885) of the dividends received by the trust 
after July 31, 1954, and deemed distributed under section 666 on the 
last day of that year, is included in computing’ the dividend received 
credit of $T5 for the year 1954. See paragraph (f ) (3). 

(iv) Inasmuch as the aggregate of the taxes of $15,419 ($9,547 
plus 85,872) attributable to the section 666 amounts as determined 
for the preceding taxable years is less than the tax of $19,520 de- 
termined for the taxable year 1956, the amount of $15,419 shall be 
added to the tax computed for 1956 without including the section 
666 amounts. Tims, B*s tax liability for 1956 is $26,488 ($11,069 
plus $15,419). 

(3) Credits against the tax . — B is allowed under section 668(b) a 
credit of $12,516 ($5,401 for 1954 and $7,115 for 1955) against his 
1956 tax liability for the taxes paid by the trust for the preceding 
taxable years and which may not be refunded or credited to the trust 
under section 667. See paragraphs (e) (4) and (f) (4), 

(i) [Reserved] 

(j) Taxable gear 1957 . — (1) Amount of trust income includible in 
gross income . — (i) Of the amount of $29,550 distributed by the trust 
to B during the taxable year 1957, $22,500 is treated as a distribution 
out of trust income for that year within the meaning of section 
662(a)(2), and $7,050 as an accumulation distribution within the 
meaning of section 665(b) (see paragraph (d) ). However, $6,990 
plus taxes of $5,444 is deemed distributed to B on December 31, 1954, 
under section 666 by reason of the accumulation distribution made 
during 1957, and that amount is includible in B’s gross income for 
1957, to the extent that it would have been includible in his gross 
income under section 662(a) (2) and (b) for 1954, had it been dis- 
tributed on the last day of that year. 

(ii) The amounts deemed distributed to B out of trust income for 
the year 1957 and the preceding taxable year 1954 are deemed to 
have the following character for the purpose of determining the 
amount includible in B ? s gross income for 1957 : 
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Year 

Dividends 

Rents 

Interest 

(taxable) 

Interest 

(exempt) 

Total 

1957 

$5, 000 
3, 730 

$7, 500 

4, 974 

$7, 500 
2,487 

$2, 500 

1, 243 

1 $22, 500 
2 12, 434 

1954 

Total 

$8, 730 

$12, 474 

$9, 987 

$3, 743 

$34, 934 



i See paragraph (d)(2). 
* See paragraph (g)(2). 


Thus, B will include in gross income for the year 1957 dividends of 
$8,730 (subject to the dividend exclusion) , rents of $12,474, and tax- 
able interest of $9,987 and will exclude the tax-exempt interest of 
$3,743. 

(2) Computation of tax. — (i) For the purpose of computing B’s 
tax liability for 1957, it is assumed that he was single for the entire 
year and had income (other than distributions from the trust) of 
$15,000 from salary. Also, he had allowable deductions of $8,100, 
which included the deduction for personal exemption. 

(ii) The computation of the tax for the taxable year 1957, attribu- 
table to the section 666 amounts which are included in B’s gross 
income for that year, as provided in paragraph (a) (1) of 
§ 1.668(a)-4, is as follows: 



Section 666 
amounts 
excluded 

Section 666 
amounts 
included 

Salary _ 

$15, 000 

4, 950 
7, 500 
7, 500 

$15, 000 

8, 680 
12, 474 
9,987 

Trust income: 

Dividends ($50 excluded) __ 

Rents 

Taxable interest 

Total 

$34, 950 
8, 100 

$46, 141 
8, 100 

Less: Allowable deductions 

Taxable income 

$26, 850 

$38, 041 

Total tax 

$11, 267 
198 

$18, 388 
275 

Less: Dividends received credit 

Tax liability 

$11, 069 

$18, 113 

li, 069 

Tax on income from which section 666 amounts are 
excluded 

1957 tax attributable to section 666 amounts 



$7, 044 


, 


See explanation following computation in paragraph (h) (2) (ii) 
with respect to the computation of the dividend received credit on 
dividends received by the trust in 1954. 

(iii) The amount of tax, computed at 1954 rates, attributable to 
the section 666 amounts which are deemed to have been distributed 
by the trust on the last day of 1954, is $6,939, computed as follows : 
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1954 taxable income as adjusted (paragraph ih) ( 2 ) < ill ) ) 
Section 666 amounts : 

Dividends 

Kents 

Taxable interest 


£ 24. 650 

3 , 760 
4. 974 
2, 48T 


Taxable income as adjusted £35. 850 


Total tax - — £16,903 

Dess: Dividends received credit 


Balance of tax — — £16,813 

Tax liability for 1954 £4 

Tax attributable to 1956 accumulation distribtinon i para- 
graph (h) (2) (iii) ) 872 A om4 


Tax attributable to the section 666 amounts distributed in 
1957 16,939 

Only that portion ($3,750) of the dividends received by the trust- 
after July 31, 1954, and deemed distributed under section 666 on 
the last day of that year, is included in computing the dividend re- 
ceived credit of $150. See paragraphs (f)(3) and (g)(2).. 

(iv) Inasmuch as the tax of $6,939 attributable to the section 666 
amounts as determined for the preceding taxable year 1954 is less 
than the tax of $7,044 attributable to these amounts for the year 
1957, the amount of $6,939 shall be added to the tax computed for 
1957 without including in gross income the section 666 amounts. 
Thus, B’s tax liability for 1957 is $18,008 ($11,069 plus $6,939). 

(3) Credit against the tax .— B is allowed under section 668(b) 
a credit of $5,444 against his 1957 tax liability for the balance of the 
taxes paid by the trust for 1954 and which may not be refunded 
or credited to the trust under section 667. See paragraph (g) (3) 
of this example. 

Grantors and Others Treated as Substantial Owners 

§ 1.671 Statutory Provisions ; Estates and Trusts; Grantors 
and Others T reat ed as Substantial Owners; Income, Deductions, 
and Credits Attributable to Grantors and Others as Substantial 


Owners. 

SEC 671 TRUST INCOME* DEDUCTIONS. AND CREDITS ATTRIRUT- 
SEC. 671. AND OTHERS AS SUBSTANTIAL 

OWNERS 

Where is it specified in this subpart that the grantor or another person 
shall be treated as the owner of any portion of a trust, there shall then 
be included in computing the taxable income and credits of the grantor 
or the other person those items of income, deductions, and credits a & amst 
tax of the trust which are attributable to that portion of the trust to 
the extent that such items would be taken into account under this chapter 
in computing taxable income or credits against^ the tax of an 
Any remaining portion of the trust shall be subject to subparts A through 
D. No items of a trust shall be included in computing the taxable income 
and credits of the grantor or of any other person solely on the grounds 
of his dominion and control over the trust under section 61{ relating to 
definition of gross income) or any other provision of this title, except as 
specified in this subpart. 

S 1 671-1 Grantors and Others Treated as Substantial Own- 
ers; Scope.— (a) Sections 671-678 (subparfc E of subchapter J) con- 
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tain provisions taxing income of a trust to the grantor or another per- 
son under certain circumstances even though he is not treated as a 
beneficiary under sections 641-668 (subparts A through D) . Sections 
6T1 and 672 contain general provisions relating to the entire subpart. 
Sections 673-677 define the circumstances under which income of a 
trust is taxed to a grantor. These circumstances are in general as 
follows: 

(1) If tlie grantor lias retained a reversionary interest in the 
trust, within specified time limits (section 673) ; 

(2) If the grantor or a nonadverse party has certain powers 
over the beneficial interests under the trust (section 674) ; 

(3) If certain administrative powers over the trust exist under 
which the grantor can or does benefit (section 675) ; 

(4) If the grantor or a nonadverse party has a power to revoke 
the trust or return the corpus to the grantor (section 676) ; or 

(5) If the grantor or a nonadverse party has the power to dis- 
tribute income to or for the benefit of the grantor (section 677). 

Under section 678, income of a trust is taxed to a person other than 
the grantor to the extent that he has the sole power to vest corpus 
or income in himself. 

(b) Sections 671-677 do not apply if the income of a trust is taxable 
to a grantor's spouse under section 71 or 682 (relating respectively 
to alimony and separate maintenance payments, and the income of an 
estate or trust in the case of divorce, etc.) . 

(e) Except as provided in sections 671-678 (subpart E), income of 
a trust is not included in computing the taxable income and credits of 
a grantor or another person solely on the grounds of his dominion and 
control over the trust. However, the provisions of sections 671-678 
do not apply in situations involving an assignment of future income, 
whether or not the assignment is to a trust. Thus, for example, a per- 
son who assigns his right to future income under an employment con- 
tract may be taxed on that income even though the assignment is to a 
trust over which the assignor has retained none of the controls 
specified in sections 671-677. Similarly, a bondholder who assigns 
his right to interest may be taxed on interest payments even though 
the assignment is to an uncontrolled trust. Nor are the rules as to 
family partnerships affected by the provisions of sections 671-678 
even though a partnership interest is held in trust. Likewise, these 
sections have no application in determining the right of a grantor to 
deductions for payments to a trust under a transfer and leaseback 
arrangement. In addition, the limitation of the last sentence of 
section 671 does not prevent any person from being taxed on the 
income of a trust when it is used to discharge his legal obligation. 
See § 1.662 (a) -4. He is then treated as a beneficiary under sections 
641-668 (subparts A through D) or treated as an owner under section 
677 because the income is distributed for his benefit, and not because 
of his dominion or control over the trust. 

(d) For the effective date of sections 671-678 (subpart E) see sec- 
tion 683 and the regulations thereunder. 

§ 1.671-2 Applicable Principles. — ( a ) Under section 671 a 
grantor or another person includes in computing his taxable income 

§L®71~l{fe) 



365 


and credits those items of income, deduction, and credit against tax 
which are attributable to or included in any portion of a trust of 
which he is treated as the owner. Sections 673-678 set forth the rules 
for determining when the grantor or another person is treated as the 
owner of any portion of a trust. The rules for determining the items 
of income, deduction, and credit against tax that are attributable to or 
included in a portion of the trust are set forth in § 1.671-3. 

(b) Since the principle underlying sections 671-678 (subpart E) 
is in general that income of a trust over which the grantor or another 
person has retained substantial dominion or control should be taxed to 
the grantor or other person rather than to the trust which receives the 
income or to the beneficiary to whom the income may be distributed, 
it is ordinarily immaterial whether the income involved constitutes 
income or corpus for trust accounting purposes. Accordingly, when it 
is stated in the regulations under subpart E that “income” is attributed 
to the grantor or another person, the reference, unless specifically 
limited, is to income determined for tax purposes and not to income 
for trust accounting purposes. When it is intended to emphasize that 
income for trust accounting purposes (determined in accordance with 
the provisions set forth in § 1.643(b)-!), is meant, the phrase “ordi- 
nary income” is used. 

(c) An item of income, deduction, or credit included in computing 
the taxable income and credits of a grantor or another person under 
section 671 is treated as if it had been received or paid directly by the 
grantor or other person (whether or not an individual). For ex- 
ample, a charitable contribution made by a trust which is attributed 
to the grantor (an individual) under sections 671-677 will be aggre- 
gated with his other charitable contributions to determine their 
deductibility under the limitations of section 170(b) (1). Likewise, 
dividends received by a trust from sources in a particular foreign 
country which are attributed to a grantor or another person under 
sections 671-678 (subpart E) will be aggregated with his other 
income from sources within that country to determine whether the 
taxpayer is subject to the limitations of section 904 with respect to 
credit for the tax paid to that country. 

(d) Items of income, deduction, and credit not attributed to or 

included in any portion of a trust of which the grantor or another 
person is treated as the owner imder sections 671-678 (subpart E) are 
subject to the provisions of sections 641-668 (subparts A through D of 
subchapter J). # . 

(e) The term “grantor” as used in the regulations under subpart L 
includes a corporation. 

§ 1.671-3 Attribution or Inclusion of Income, Deductions, 
and Credits Against Tax.— ( a) When a grantor or another person is 
treated under sections 671-678 (subpart E) as the owner of any por- 
tion of a trust, there are included in computing his tax liability those 
ite ms of income, deduction, and credit against tax attributable to or 
included in that portion. F or example — 

(1) If a grantor or another person is treated as the owner of 

an entire trust (corpus as well as ordinary income) , he takes into 

account in computing his income tax liability all items of income, 
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deduction, and credit (including capital gains and losses) to which 
he would have been entitled had the trust not been in existence 
during the period he is treated as owner. 

(2) If the portion treated as owned consists of specific trust 
property and its income, all items directly related to that property 
are attributable to the portion. Items directly related to trust 
property not included in the portion treated as owned by the 
grantor or other person are governed by the provisions of sections 
641-668 (subparts A through D). Items that relate both to the 
portion treated as owned by the grantor and to the balance of the 
trust must be apportioned in a manner that is reasonable in the 
light of all the circumstances of each case, including the terms of 
the governing instrument, local law, and the practice of the trustee 
if it is reasonable and consistent. 

(3) If the portion of a trust treated as owned by a grantor or 
another person consists of an undivided fractional interest in the 
trust, or of an interest represented by a dollar amount, a pro rata 
share of each item of income, deduction, and credit is normally 
allocated to the portion. Thus, where the portion owned consists 
of an interest in or a right to an amount of corpus only, a fraction 
of each item (including items allocated to corpus, such as capital 
gains) is attributed to the portion. The numerator of this frac- 
tion is the amount which is subject to the control of the grantor 
or other person and the denominator is normally the fair market 
value^ of the trust corpus at the beginning of the taxable year in 
question. The share not treated as owned by the grantor or other 
person is governed by the provisions of sections 641-668 (sub- 
parts A through D). See the last three sentences of paragraph 
(c) of this section for the principles applicable if the portion 
treated as owned consists of an interest in part of the ordinary 
income in contrast to an interest in corpus alone. 

(b) If a grantor or another person is treated as the owner of a por- 
tion of a trust, that portion may or may not include both ordinary in- 
come and other income allocable to corpus. For example — 

(1) Only ordinary income is included by reason of an interest 
in or a power over ordinary income alone. Thus, if a grantor is 
treated under section 673 as an owner by reason of a reversionary 
interest in ordinary income only, items of income allocable to 
corpus will not be included in the portion he is treated as owning. 
Similarly, if a grantor or another person is treated under sections 
674-678 as an owner of a portion by reason of a power over ordi- 
nary income only, items of income allocable to corpus are not 
included in that portion. (See paragraph (c) of this section to 
determine the treatment of deductions and credits when only 
ordinary income is included in the portion.) 

(2) Only income allocable to corpus is included by reason of 
an interest in or a power over corpus alone, if satisfaction of the 
interest or an exercise of the power will not result in an interest 
in or the exercise of a power over ordinary income which would 
itself cause that income to be included. For example, if a grantor 
has a reversionary interest in a trust which is not such as to re- 
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quire that lie be treated as an owner under section 673, lie may 
nevertheless be treated as an owner under section 677(a) (2) since 
any income allocable to corpus is accumulated for future distri- 
bution to him, but items of income included in determining ordi- 
nary income are not included in the portion he is treated as own- 
ing. Similarly, he may have a power over corpus which is such 
that he is treated as an owner under section 674 or 676(a), but 
ordinary income will not be included in the portion he owns ; if 
his power can only affect income received after a period of time 
such that he would not be treated as an owner of the income if 
the power were a reversionary interest. (See paragraph (c) of 
this section to determine the treatment of deductions and credits 
when only income allocated to corpus is included in the portion.) 

(3) Both ordinary income and other income allocable to corpus 
are included by reason of an interest in or a power over both ordi- 
nary income and corpus, or an interest in or a power over corpus 
alone which does not come within the provisions of subparagraph 
(2) of this paragraph. For example, if a grantor is treated under 
section 673 as the owner of a portion of a trust by reason of a rever- 
sionary interest in corpus, both ordinary income and other income 
allocable to corpus are included in the portion. Further, a grantor 
includes both ordinary income and other income allocable to corpus 
in the portion he is treated as owning if he is treated under section 
674 or 676 as an owner because of a power over corpus which can 
affect income received within a period such that he would be treated 
as an owner under section 673 if the power were a reversionary in- 
terest. Similarly, a grantor or another person includes both ordi- 
nary income and other income allocable to corpus in the portion he 
is treated as owning if he is treated as an owner under section 675 
or 678 because of a power over corpus. 

(c) If only income allocable to corpus is included in computing a 
grantor’s tax liability, he will take into account in that computation 
only those items of income, deduction, and credit which would not be 
included under sections 641-668 (subparts A through D) in the compu- 
tation of the tax liability of the current income beneficiaries if all 
distributable net income had actually been distributed to those bene- 
ficiaries. On the other hand, if the grantor or another person is 
treated as an owner solely because of his interest in or power over 
ordinary income alone, he will take into account in computing his 
tax liability those items which would be included in computing the tax 
liability of a current income beneficiary, including expenses allocable 
to corpus which enter into the computation of distributable net in- 
come. If the grantor or other person is treated as an owner because of 
his power over or right to a dollar amount of ordinary income, he will 
first take into account a portion of those items of income and expense 
entering into the computation of ordinary income under the trust in- 
strument or local law sufficient to produce income of the dollar amount 
required. There will then be attributable to him a pro rata portion 
of other items entering into the computation of distributable net income 
under sections 641-668 (subparts A through D), such as expenses 
allocable to corpus, and a pro rata portion of credits of the trust For 
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examples of computations under this paragraph see paragraph (g) 
of § 1.677 (a) -1. 

§ 1.671-4 Me thod or Reporting. — Items of income, deduction, and 
credit attributable to any portion of a trust which, under the provi- 
sions of sections 671-678 (subpart E) are treated as owned by the 
grantor or another person should not be reported by the trust on 
Form 1041, but should be shown on a separate statement to be attached 
to that form. 

§ 1.672 (a) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Definition of Ad- 
verse Party. 

SEC. e>72. DEFINITIONS AND RULES. 

i a I Adverse Party. — For purposes of this subpart, the term “adverse 
parry” means any person Laving a substantial beneficial interest in the trust 
which would be adversely affected by the exercise or nonexercise of the 
power which he possesses respecting the trust. A person having a general 
power of appointment over the trust property shall be deemed to have a 
beneficial interest in the trust. 

§ 1.672(a)™! Definition of Adverse Party. — (a) Under section 
672(a) an adverse party is defined as any person having a substantial 
beneficial interest in a trust which would be adversely affected by the 
exercise or nonexereise of a power which he possesses respecting the 
trust. A trustee is not an adverse party merely because of his interest 
as trustee. A person having a general power of appointment over the 
trust property is deemed to have a beneficial interest in the trust. An 
interest is a substantial interest if its value in relation to the total 
value of the property subject to the power is not insignificant. 

# (b) Ordinarily, a beneficiary will be an adverse party, but if his 
right to share in the income or corpus of a trust is limited to only a 
part,, he may be an adverse party only as to that part. Thus, if A, B, 
O, and D are equal income beneficiaries of a trust and the grantor can 
revoke with A’s consent, the grantor is treated as the owner of a por- 
tion which represents three- fourths of the trust; and items of income, 
deduction, and credit attributable to that portion are included in 
determining the tax of the grantor. 

(c) The interest of an ordinary income beneficiary of a trust may 
or may not be adverse with respect to the exercise of a power over 
corpus. Thus, if the income of a trust is payable to A for life, with 
a power (which is not a general power of appointment) in A to ap- 
point the corpus to the grantor either during his life or by will, A’s 
interest is adverse to the return of the corpus to the grantor during 
A s life, but is not adverse to a return of the corpus after A’s death. 
In other words, A’s interest is adverse as to ordinary income but is not 
adverse as to income allocable to corpus. Therefore, assuming no other 
relevant facts exist, the grantor would not be taxable on the ordinary 
income of the trust under sections 674 , 676 , or 677 , but would be tax- 
able under section 677 on income allocable to corpus (such as capital 
gains) , since it may in the discretion of a nonadverse party be accumu- 
lated for future distribution to the grantor. Similarly, the interest 
of a contingent income beneficiary is adverse to a return of corpus to 
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the grantor before the termination of his interest but not to a return 
of corpus after the termination of his interest. 

(d) The interest of a remainderman is adverse to the exercise of 
any power over the corpus of a trust, but not to the exercise of a power 
over any income interest preceding his remainder. For example, if 
the grantor creates a trust which provides for income to be distributed 
to A for 10 years and then for the corpus to go to X if he is then living, 
a power exercisable by X to revest corpus in the grantor is a power 
exercisable by an adverse party ; however, a power exercisable by X 
to distribute part or all of the ordinary income to the grantor may be 
a power exercisable by a nonadverse party (which would cause the 
ordinary income to be taxed to the grantor). 

§ 1.672(b) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners : Definition of Non- 
ad verse Party. 

SEC. 672. DEFINITIONS AND RULES. * * * 

(b) Nonadverse Party. — For purposes of this subpart, the term “non- 
adverse party” means any person who is not an adverse party. 

§ 1.672(b)-! Nonadverse Party. — A “nonadverse party'’ is any 
person who is not an adverse party. 

§ 1.672 ( c) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Definition of Re- 
lated or Subordinate Party. 

SEC. 672. DEFINITIONS AND RULES. * * * 

(c) Related or Subordinate Party. — For purposes of this subpart, the 
term “related or subordinate party” means any nonadverse party who is — 

( 1 ) tbe grantor’s spouse if living with the grantor ; 

(2) any one of tbe following: The grantor’s father, mother, issue, 
brother or sister; an employee of the grantor; a corporation or any 
employee of a corporation in which the stock holdings of the grantor 
and the trust are significant from the viewpoint of voting control; a 
subordinate employee of a corporation in which the grantor is an execu- 
tive. 

For purposes of sections 674 and 675, a related or subordinate party shall he 
presumed to be subservient to the grantor in respect of the exercise or non- 
exercise of the powers conferred on him unless such party is shown not to be 
subservient by a preponderance of the evidence. 

§ 1.672(c)-! Related or Subordinate Party. — Section 672(c) de- 
fines the term “related or subordinate party”. The term, as used in 
sections 674(c) and 675(8), means any nonadverse party who is the 
grantor’s spouse if living with the grantor; the grantor’s father, 
mother, issue, brother or sister; an employee of the grantor; a cor- 
poration or any employee of a corporation in which the stock holdings 
of the grantor and the trust are significant from the viewpoint of 
voting control ; or a subordinate employee of a corporation in which 
the grantor is an executive. For purposes of sections 674(c) and 
675(8), these persons are presumed to be subservient to the grantor 
in respect of the exercise or nonexercise of the powers conferred on 
them unless shown not to be subservient by a preponderance of the 
evidence. 
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§ 1.672(d) Statutory Provisions; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners; Rule Where 
Power is Subject to Condition Precedent. 

SEC. 672. DEFINITIONS AND RULES. * * * 

<d) Rule Where Power Is Subject to Condition Precedent. — A person 
shall be considered to have a power described in this subpart even though the 
exercise of the power is subject to a precedent giving of notice or takes effect 
only on the expiration of a certain period after the exercise of the power. 

§ 1.672(d)-l Power Subject to Condition- Precedent. — Section 
672(d) provides that a person is considered to have a power described 
in sections 671-678 even though the exercise of the power is subject 
to a precedent giving of notice or takes effect only after the expira- 
tion pf a certain period of time. However, although a person may be 
considered to have such a power, the grantor will nevertheless not be 
treated as an owner by reason of the power if its exercise can only 
affect beneficial enjoyment of income received after the -expiration 
of a period of time such that, if the power were a reversionary interest, 
he would not be treated as an owner under section 673. See sections 
671(b)(2), 676(b), and the last sentence of section 677(a). Thus, 
for example, if a grantor creates a trust for the benefit of his son and 
retains a power to revoke which takes effect only after the expiration 
of 2 years from the date of exercise, he is treated as an owner from the 
inception of the trust. However, if the grantor retains a power to 
revoke, exercisable at any time, which can only affect the beneficial 
enjoyment of the ordinary income of a trust received after the expira- 
tion of 10 years commencing with the date of the transfer in trust, or 
after the death of the income beneficiary, the power does not cause him 
to be treated as an owner with respect to ordinary income during the 
first 10 years of the trust or during the income beneficiary’s life, as 
the case may be. See section 676(b). 

§ 1.673(a) Statutory Provisions; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners ; Reversionary 

Interests. 


SEC. 673. REVERSIONARY INTERESTS. 

<a) General Rule. — The grantor shall be treated as the owner of any 
portion of a trust in which he has a reversionary interest in either the corpus 
or the income therefrom if, as of the inception of that portion of the trust, 
the interest will or may reasonably be expected to take effect in possession 
or enjoyment within 10 years commencing with the date of the transfer of 
that portion of the trust. 


§ 1.673(a)— 1 Reversionary Interests; Income Pa yab le to Bene- 
ficiaries Other Than Certain Charitable Organisations ; Gen- 
eral Rule, (a) Under section 673(a), a grantor, in general, is 
treated as the owner of any portion of a trust in which he has a rever- 
sioimiy interest in either the corpus or income if, as of the inception 
of that portion of the trust, the grantor’s interest will or may reason- 
ably be expected to take effect in possession or enjoyment within 10 
years commencing with the date of transfer of that portion of the 

J 1 ? weve A’ fcIle f °lJ owl ng types of reversionary interests are 
excepted from the general rule of the preceding sentence : 

(1) A reversionary interest after the death of the income bene- 
ficiary of a trust (see paragraph (b) of this section) ; and 
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(2) A reversionary interest in a charitable trust meeting the 

requirements of section 673 (b) (see § 1.673 (b)-l ) . 

Even though the duration of the trust may be such that the grantor 
is not treated as. its owner under section 673, and therefore is not 
taxed on the ordinary income, he may nevertheless be treated as an 
owner under section 667(a)(2) if he has a reversionary interest in 
the corpus. In the latter case, items of income, deduction, and credit 
allocable to corpus, such as capital gains and losses, will be included 
in the portion he owns. See § 1.671-3 and the regulations under sec- 
tion 677.. See § 1.673(d)-! with respect to a postponement of the 
date specified for reacquisition of a reversionary interest. 

(b) Section 673(c) provides that a grantor is not treated as the 
owner, of any portion of a trust by reason of section 673 if his 
reversionary interest in the portion is not to take effect in possession 
or enjoyment until, the death of the person or persons to whom the 
income . of the portion is. payable, regardless of the life expectancies 
of the income beneficiaries. If his reversionary interest is to take 
effect on or after the death of an income beneficiary or upon the 
expiration of a specific term of years, whichever is earlier, the 
grantor is treated as the owner if the specific term of years is less 
than 10 years (but not if the term is 10 years or longer). 

(c) . Where the grantor’s reversionary interest in a portion of a 
trust is to take effect in possession or enjoyment by reason of some 
event other than the expiration of a specific term of years or the 
death of the income beneficiary, the grantor is treated as the owner 
of the portion if the event may reasonably be expected to occur 
within 10 years from the date of transfer of that portion, but he 
is not treated as the owner under section 673 if the event may not 
reasonably be expected to occur within 10 years from that date. For 
example, if the reversionary interest in any portion of a trust is to 
take effect on or after the death of the grantor (or any person other 
than the person to whom the income is payable) the grantor is 
treated under section 673 as the owner of the portion if the life 
expectancy of the grantor (or other person) is less than 10 years on 
the date of transfer of the portion, but not if the life expectancy is 
10 years or longer. If the reversionary interest in any portion is 
to take effect on or after the death of the grantor (or any person 
other than the person to whom the income is payable) or upon the 
expiration of a specific term of years, whichever is earlier, the 
grantor is treated as the owner of the portion if on the date of trans- 
fer of the portion either the life expectancy of the grantor (or other 
person) or the specific term is less than 10 years; however, if both 
the life expectancy and the specific term are 10 years or longer the 
grantor is not treated as the owner of the portion under section 673. 
Similarly, if the grantor has a reversionary interest in any portion 
which will take effect at the death of the income beneficiary or the 
grantor, whichever is earlier, the grantor is not treated as an owner 
of the portion unless his life expectancy is less than 10 years. 

(d) It is immaterial that a reversionary interest in corpus or income 
is subject to a contingency if the reversionary interest may, taking 
the contingency into consideration, reasonably be expected to take 
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effect in possession or enjoyment within 10 years. For example, the 
grantor is taxable where the trust income is to be paid to the grantors 
son for 3 years, and the corpus is then to be returned to the grantor 
if he survives that period, or to ‘he paid to the grantor’s son if he is 
already deceased. 

(e) See section 671 and §§ 1.671-2 and 1.671-3 for rules for treat- 
ment of items of income, deduction, and credit when a person is treated 
as the owner of all or only a portion of a trust. 

§ 1.673 (b) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Charitable Bene- 
ficiaries. 

SEC, 6TR. REVERSIONARY INTERESTS. * * * 

(b) Exception Where Income Is Payable to Charitable Beneficiaries. — 
Subsection (a) shall not apply to the extent that the income of a portion of a 
trust in which the grantor has a reversionary interest is, under the terms of 
the trust, irrevocably payable for a period of at least 2 years (commencing 
with the date of the transfer) to a designated beneficiary, which beneficiary 
is of a type described in section 170(b) (1) (A) (i), (ii), or (in). 

§ 1.673(b)-! Income Payable to Charitable Beneficiaries. — 
(a) Pursuant to section 673(b) a grantor is not treated as an owner 
of any portion of a trust under section 673, even though he has a 
reversionary interest which will take effect within 10 years, to the 
extent that, under the terms of the trust, the income of the portion is 
irrevocably payable for a period of at least 2 years (commencing with 
the date of the transfer) to a designated beneficiary of the type 
described in section 170(b) (1) (A) (i), (ii), or (iii); that is, to a 
church or a convention or association of churches, or to certain educa- 
tional organizations or hospitals. For definitions of these terms see 
the regulations under section 170. 

(b) Income must be irrevocably payable to a designated beneficiary 
for at least 2 years commencing with the date of the transfer before 
the benefit of section 673(b) will apply. Thus, section 673(b) will 
not apply if income of a trust is irrevocably payable to University A 
for 1 year and then to University B for the next year; or if income 
of a trust may be allocated among two or more charitable beneficiaries 
m the discretion of the trustee or any other person. On the other 
hand, section 6 * 3 (b) will apply if half the income of a trust is ir- 
revocably payable to University A and the other half is irrevocably 
payable to University B for two years. 

. (c) Section 673(17) applies to the period of 2 years or longer dur- 
mg winch income is paid to a designated beneficiary of the type de- 
scribed m section 170(b) (1) (A) (i), (ii), or (iii), even though the 
trust term is to extend beyond that period. However, the other pro- 
visions of section 673 apply to the part of the trust term, if any, that 
extends beyond that period. This paragraph may be illustrated by 
the following example : 

Example.— G transfers property in trust with the ordinary in- 
a ^ University C (which qualifies under section 
4 x ii?) ^ (A) (n) ) for 3 years, and then to his son, B, for 5 years. 
At the expiration of the term the trust reverts to G. G is not taxed 
under section 6*3 on the trust income payable to University C for 
the first 3 years because of the application of section 673 (b) . How- 
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ever, he is taxed on income for the next 5 years because he has a 
reversionary interest which will take effect within 10 years com- 
mencing with the date of the transfer. On the other hand, if the in- 
come were payable to University C for 3 years and then to B for 7 
years so that the trust corpus would not be returned to G within 10 
years, G would not be taxable under section 673 on income payable to 
University C and to B during any part of the term. 

§1.673 (c) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners ; Beversigxart Inter- 
est Taking Effect at Death of Income Beneficiary. 

SEC. 673. REVERSIONARY INTERESTS. * * * 

(c) Reversionary Interest Taring Effect at Death of Income Bene- 
ficiary. — The grantor shall not be treated under subsection f a) as the owner 
of any portion of a trust where his reversionary interest in such portion is 
not to take effect in possession or enjoyment until the death of the person or 
persons to whom the income therefrom is payable. 

§ 1.673(c)-! Reversionary Interest After Income Beneficiary's 
Death. — The subject matter of section 673(c) is covered in § 1.673 
(a) -1(b). 

§ 1.673 ( d) Statutory Provisions : Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Postponement of 
Date Specified for Reacquisition. 

SEC. 673. REVERSIONARY INTERESTS. * * * 

(d) Postponement of Date Specified for Reacquisition. — A ny postpone- 
ment of the date specified for the reacquisition of possession or enjoyment 
of the reversionary interest shall be treated as a new transfer in trust com- 
mencing with the date on which the postponement is effected and terminating 
with the date prescribed by the postponement. However, income for any 
period shall not be included in the income of the grantor by reason of the 
preceding sentence if such income would not he so includible in the absence 
of such postponement. 

§ 1.673 (d)-l Postponement of Date Specified for Reacquisi- 
tion. — Any postponement of the date specified for the reacquisition of 
possession or enjoyment of any reversionary interest is considered 
a new transfer in trust commencing with the date on which the post- 
ponement is effected and terminating with the date prescribed by the 
postponement. However, the grantor will not be treated as the owner 
of any portion of a trust for any taxable year by reason of the fore- 
going sentence if he would not be so treated in the absence of any post- 
ponement. The rules contained in this section may be illustrated by 
the following example : 

Example . — G places property in trust for the benefit of his son B. 
Upon the expiration of 12 years or the earlier death of B the prop- 
erty is to be paid over to G or his estate. After the expiration of 
9 years G extends the term of the trust for an additional 2 years. 
G is considered to have made a new transfer in trust for a term 
of 5 years (the remaining 3 years of the original transfer plus the 
2-year extension). However, he is not treated as the owner of the 
trust under section 673 for the first 3 years of the new term because 
he would not be so treated if the term of the trust had not been 
extended. G is treated as the owner of the trust, however, for the 
remaining 2 years. 
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§ 1.674(a) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Power To Control 
Beneficial Enjoyment. 

SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT. 

(a) General Rule. — The grantor shall be treated as the owner of any 
portion of a trust in respect of which the beneficial enjoyment of the corpus 
or the income therefrom is subject to a power of disposition, exercisable by 
the grantor or a nonadverse party, or both, without the approval or consent 
of any adverse party. 

§ 1.674(a)-! Power To Control Beneficial Enjoyment; Scope 
of Section 674.— (a) Under section 674, the grantor is treated as the 
owner of a portion of trust if the grantor or a nonadverse party has 
a power, beyond specified limits, to dispose of the beneficial enjoy- 
ment of the income or corpus, whether the power is a fiduciary power, 
a power of appointment, or any other power. Section 674(a) states 
in general terms that the grantor is treated as the owner in every case 
in which lie or a nonadverse party can affect the beneficial enjoyment 
of a portion of a trust, the limitations being set forth as exceptions 
in subsections (b), (c), and (d) of section 674. These exceptions 
are discussed in detail in §§ 1.674 (b)~l through 1.674(d) -1. Cer- 
tain limitations applicable to sections 674(b), (c), and (d) are set 
forth, in § 1.674(d) -2. Section 674(b) describes powers which are 
excepted regardless of who holds them. Section 674(c) describes 
additional powers of trustees which are excepted if at least, half the 
trustees are independent, and if the grantor is not a trustee. Section 
6i4(d) describes a further power which is excepted if it is held by 
trustees other than the grantor or his spouse (if living with the 
grantor). 

• S ener ^ terms the grantor is treated as the owner of a por- 

tion of a trust if he or a nonadverse party or both has a power to 
dispose of the beneficial ejoyment of the corpus or income unless 
the power is one of the following: 

(1) Miscellaneous powers over either ordinary income or corpus . — 
/• t p. ower *^at can on ly affect the beneficial enjoyment of income 
(including capital gains) received after a period of time such that 
the grantor would not be treated as an owner under section 673 if 
the power were a reversionary interest (section 674(b) (2)) ; 

(n) A testamentary power held by anyone (other than a testa- 
mentary power held by the grantor over accumulated income) (sec- 
tion 674(b) (3) ) ; 7 v 

* A power to choose between charitable beneficiaries or to af- 

Siw-uw P 1 ? lmer °* ^eir enjoyment of a beneficial interest (section 
674(b) (4) ) 5 

(iv) A power to allocate receipts and disbursements between income 
and corpus (section 674(b) (8)). 

« (^) Powers of distribution primarily affecting only one benefit 
A power to distribute corpus to or for a current income 
beneficiary, lf the . distribution must be charged against the share of 

beneficiary may receive income (section 

(B) ) ; 

|n) A power to distribute income to or for a current income bene- 
ficiary or to accumulate it either (a) if accumulated income must 
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either be payable to the beneficiary from whom it was withheld or as 
described in paragraph (b) (6) of § 1.674(b)-! (section 674(b) (6)) ; 
(b) if the power is to apply income to the support of a dependent of 
the grantor, and the income is not so applied (section 674(b) (1)) ; 
or (c) if the beneficiary is under 21 or under a legal disability and 
accumulated income is added to corpus (section 674(b) (7) ). 

(3) Powers of distribution affecting more than one beneficiary . — 
A power to distribute corpus or income to or among one or more 
beneficiaries or to accumulate income, either (i) if the power is held 
by a trustee or trustees other than the grantor, at least half of whom 
are independent (section 674(c)), or (ii) if the power is limited by a 
reasonably definite standard in the trust instrument, and in the case 
of a power over income, if in addition the power is held by a trustee 
or trustees other than the grantor and the grantors spouse living 
with the grantor (sections 674(b) (5) (A) # and 674(d)). ( These} 

powers include both powers to “sprinkle” income or corpus among 
current beneficiaries, and powers to shift income or corpus between 
ourrent beneficiaries and remaindermen; however, certain of the 
powers described under subparagraph (2) above of this paragraph 
can have the latter effect incidentally.) 

(c) See section 671 and §§ 1.671-2 and 1.671-3 for rules for the 
treatment of income, deductions, and credits when a person is treated 
as the owner of all or only a portion of a trust. 

§ 1.674(b) Statutory Provisions ; Estates and Trust ; Grantors 
and Others Treated as Substantial Owners ; Exgeftions for Cer- 
tain Powers To Control Beneficial Enjoyment. 


SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT. * * * 

(b) Exceptions for Certain Powers. — Subsection (a) shall not apply to 
the following powers regardless of by whom held : 

(1) Power to apply income to support of a dependent. — A power de- 
scribed in section 677(b) to the extent that the grantor would not be 
subject to tax under that section. 

(2) Power affecting beneficial enjoyment only after expiration 
of io-year period. — A power, the exercise of which can only affect the 
beneficial enjoyment of the income for a period commencing after the 
expiration of a period such that a grantor would not be treated as the 
owner under section 673 if the power were a revisionary^ interest ; but 
the grantor may be treated as the owner after the expiration of the 
period unless the power is relinquished. 

(3) Power exercisable only by will.— A power exercisable only by 
will, other than a power in the grantor to appoint by will the income of 
the trust where the income is accumulated for such disposition by the 
grantor or may be so accumulated in the discretion of the grantor or a 
nonadverse party, or both, without the approval or consent of any 
adverse party. 

(4) Power to allocate among charitable beneficiaries. — A power 

to determine the beneficial enjoyment of the corpus or the income there- 
from if the corpus or income is irrevocably payable for a purpose 
specified in section 170(c) (relating to definition of charitable con- 
tributions). ’ 

(5) Power to distribute corpus. — A power to distribute corpus 

either-— 

(A) to or for a beneficiary or beneficiaries or to or for a class of 
beneficiaries (whether or not income beneficiaries) provided that 
the power is limited by a reasonable definite standard which is set 
forth in the trust instrument : or 

(B) to or for any current income beneficiary, provided that the 
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distribution of corpus must be chargeable against the proportionate 
share of corpus held in trust for the payment of income to the 
beneficiary as if the corpus constituted a separate trust. 

A power does not fall within the powers described in this paragraph if 
any person has a power to add to the beneficiary or beneficiaries or to a 
class of beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted children. 

16) Power to withhold income temporarily. — A power to distribute 
or apply income to or for any current income beneficiary or to accumu- 
late the income for him, provided that any accumulated income must 
ultimately be payable — 

(A) to the beneficiary from whom distribution or application is 
withheld, to his estate, or to his appointees (or persons named as 
alternate takers in default of appointment) provided that such 
beneficiary possesses a power of aj>pointment which does not exclude 
from the class of possible appointees any person other than the 
beneficiary, his estate, his creditors, or the creditors of his estate, 
or 

(B) on termination of the trust, or in conjunction with a dis- 
tribution of corpus which is augmented by such accumulated in- 
come, to the current income beneficiaries in shares which have been 
irrevocably specified in the trust instrument. 

Accumulated income shall be considered so payable although it is pro- 
vided that if any beneficiary does not survive a date of distribution 
which could reasonably have been expected to occur within the bene- 
ficiary^ lifetime, the share of the deceased beneficiary is to be paid to 
his appointees or to one or more designated alternate takers (other 
than the grantor or the grantor’s estate) whose shares have been 
irrevocably specified. A power does not fall within the powers described 
in this paragraph if any person has a power to add to the beneficiary 
or beneficiaries or to a class of beneficiaries designated to receive the 
income or corpus except where such action is to provide for after-born 
or after-adopted children. 

( 7 ) Power to withhold income during disability of a beneficiary.— 

A power exercisable only during — 

(A) the existence of a legal disability of any current income 
beneficiary, or 

(B) the period during which any income beneficiary shall be 
under the age of 21 years, 

to distribute or apply income to or for such beneficiary or to accumulate 
and add the income to corpus. A power does not fall within the power 
described in this paragraph if any person has a power to add to the 
beneficiary or beneficiaries or to a class of beneficiaries designated to 
receive the income or corpus, except where such action is to provide 
for after-born or adter-adopted children. 

(8) Power to allocate between corpus and income. — A power to 
allocate receipts and disbursements as between corpus and income, even 
though expressed in broad language. 

§ 1.674(b) -1 Excepted Powers Exercisable by Any Person. 

(a) Subparagraphs (1) through (8) of paragraph (b) of this section 
set forth a number of powers which may be exercisable by any person 
without causing the grantor to be treated as an owner of a trust under 
section 674(a). Further, with the exception of powers described in 
subparagraph (1) of paragraph (b) of this section, it is immaterial 
whether these powers are held in the capacity of trustee. It makes no 
difference under section 674(b) that the person holding the power is 
the grantor, or a related or subordinate party (with the qualifications 
noted m subparagraphs (1) and (3) of paragraph (b) of this section) . 

exceptions referred to in paragraph (a) of this section are 
as follows (see, however, the limitations set forth in § 1.674(d) -2 
below): 
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(1) Poicers to apply income to support of a dependent . — Section 
674(b) (1) provides, in effect, that regardless of the general rule of 
section 674(a). the income of a trust will not be considered as taxable 
to the grantor merely because in the discretion of any person (other 
than a grantor who Is not acting as a trustee or cotrustee) It may be 
used for the support of a beneficiary whom the grantor Is legally ob- 
ligated to support except to the extent that It is in fact used for that 
purpose. See section 677 (b) and the regulations thereunder. 

(2) Poicers affecting beneficial enjoyment only after a period . — 
Section 674(b) (2) provides an exception to section 674(a) If the exer- 
cise of a power can only affect the beneficial enjoyment of the income 
of a trust received after a period of time which Is such that a grantor 
would not be treated as an owner under section 673 if the power were 
a reversionary interest. See §§ 1.673(a)-! and 1.673(b)-!. For ex- 
ample, if a trust created on J anuary 1, 1955, provides for the payment 
of income to the grantor's son, and the grantor reserves the power to 
substitute other beneficiaries of income or corpus in lieu of his son on 
or after January 1, 1965, the grantor is not treated under section 674 
as the owner of the trust with respect to ordinary income received 
before January 1, 1965. But the grantor will be treated as an owner 
on and after that date unless the power Is relinquished. If the be- 
ginning of the period during which the grantor may substitute bene- 
ficiaries is postponed, the rules set forth in § 1.673(d)-! are applicable 
in order to determine whether the grantor should be treated as an 
owner during the period following the postponement. 

(3) Testamentary powers . — Under paragraph (3) of section 674(b) 
a power in any person to control beneficial enjoyment exercisable only 
by will does not cause a grantor to be treated as an owner under sec- 
tion 674(a). However, this exception does not apply to income ac- 
cumulated for testamentary disposition by the grantor or to income 
which may be accumulated for such distribution in the discretion of 
the grantor or a nonadverse party, or both, without the approval or 
consent of any adverse party. For example, if a trust instrument 
provides that the income is to be accumulated during the grantor’s life 
and that the grantor may appoint the accumulated income by will, 
the grantor is treated as the owner of the trust. Moreover, If a trust 
instrument provides that the income Is payable to another person for 
his life, but the grantor has a testamentary power of appointment 
over the remainder, and under the trust instrument and local law 
capital gains are added to corpus, the grantor Is treated as the owner 
of a portion of the trust and capital gains and losses are included in 
that portion. (See § 1.671-3.) 

(4) Powers to determine beneficial enjoyment of charitable bene - 
ficiaries. — Under paragraph (4) of section 674(b) a power im any 
person to determine the beneficial enjoyment of corpus or income 
which is irrevocably payable (currently or in the future) for purposes 
specified in section 170(c) (relating to definition of charitable con- 
tributions) will not cause the grantor to be treated as an owner under 
section 674(a). For example, if a grantor creates a trust, the income 
of which is irrevocably payable solely to educational or other organi- 
zations that qualify under section 170(c), he is not treated as an 
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owner under section 674 although he retains the power to allocate the 

income among such organizations. _ „ x 

(5) Powers to distribute corpus— Paragraph (5) o± section 674(b) 
provides an exception to section 674(a) for powers to distribute corpus, 
subject to certain limitations, as follows : 

(i) If the power is limited by a reasonably definite standard which 
is set forth in the trust instrument, it may extend to corpus distribu- 
tions to any beneficiary or beneficiaries or class of beneficiaries 
(whether income beneficiaries or remaindermen) without causing the 
grantor to be treated as an owner under section 674. See section 
674(b)(5)(A). It is not required that the standard consist of the 
needs and circumstances of the beneficiary. A clearly measurable 
standard under which the holder of a power is legally accountable 
is deemed a reasonably definite standard for this purpose. For 
instance, a power to distribute corpus for the education, support, 
maintenance, or health of the beneficiary; for his reasonable support 
and comfort; or to enable him to maintain his accustomed standard of 
living: or to meet an emergency, would be limited by a reasonably 
definite standard. However, a power to distribute corpus for the 
pleasure, desire, or happiness of a beneficiary is not limited by a 
reasonably definite standard. The entire context of a provision of a 
trust instrument granting a power must be considered in determining 
whether the power is limited by a reasonably definite standard. For 
example, if a trust instrument provides that the determination of the 
trustee shall be conclusive with respect to the exercise or nonexercise 
of a ppwer, the power is not limited by a reasonably definite standard. 
However, the fact that the governing instrument is phrased in dis- 
cretionary terms is not in itself an indication that no reasonably 
definite standard exists. 

(ii) If the power is not limited by a reasonably definite standard 
set forth in the trust instrument, the exception applies only if dis- 
tributions of corpus may be made solely in favor of current income 
beneficiaries, and any corpus distribution to the current income bene- 
ficiary must be chargeable against the proportionate part of corpus 
held in trust for payment of income to that beneficiary as if it consti- 
tuted a separate trust (whether or not physically segregated). See 
section 674(b)(5)(B). 

(iii) This subparagraph may be illustrated by the following 
examples : 

Example (I). A trust instrument provides for payment of the 
income to the grantor ? s two brothers for life, and for payment of 
the corpus to the grantor’s nephews in equal shares. The grantor 
reserves the power to distribute corpus to pay medical expenses that 
may be incurred by his brothers or nephews. The grantor is not 
treated as an owner by reason of this power because section 
674(b) (5) (A) excepts a power, exercisable bj any person, to invade 
corpus for any beneficiary, including a remainderman, if the power 
is limited by a reasonably definite standard which is set forth in 
the trust instrument. However, if the power were also exercisable 
in favor of a person (for example, a sister) who was not otherwise 
a beneficiary of the trust, section 674(b)(5) (A) would not be 
applicable. 

§L674(b)-l(b) 



379 


Example (£). The facts are the same as in example (1) except 
that the grantor reserves the power to distribute any part of the 
corpus to his brothers or to his nephews for their happiness. The 
grantor is treated as the owner of the trust. Paragraph (5) (A) 
of section 674(b) is inapplicable because the power is not limited by 
a reasonably definite standard. Paragraph (5) (B) is inapplicable 
because the power to distribute corpus permits a distribution of 
corpus to persons other than current income beneficiaries. 

Example (3). A trust instrument provides for payment of the 
income to the grantor’s two adult sons in equal shares for 10 years, 
after which the corpus is to be distributed to his grandchildren in 
equal shares. The grantor reserves the power to pay over to each 
son up to one-half of the corpus during the 10-year period, but any 
such payment shall proportionately reduce subsequent income and 
corpus payments made to the son receiving the corpus. Thus, if one- 
half of the corpus is paid to one son, all the income from the remain- 
ing half is thereafter payable to the other son. The grantor is not 
treated as an owner under section 674(a) by reason of this power 
because it qualifies under the exception of section 674(b) (5) (B). 

(6) Powers to withhold income temporarily . — (i) Section 674(b) (6) 
excepts a power which, in general, enables the holder merely to ef- 
fect a postponement in the time when the ordinary income is enjoyed 
by a current income beneficiary. Specifically, there is excepted a 
power to distribute or apply ordinary income to or for a current in- 
come beneficiary or to accumulate the income, if the accumulated 
income must ultimately be payable either — 

(a) To the beneficiary from whom it was withheld, his estate, 
or his appointees (or persons designated by name, as a class, or 
otherwise as alternate takers in default of appointment) under a 
power of appointment held by the beneficiary which does not ex- 
clude from the class of possible appointees any person other than 
the beneficiary, his estate, his creditors, or the creditors of his estate 
(section 674(b) (6) (A)) ; 

(5) To the beneficiary from whom it was withheld, or if he 
does not survive a date of distribution which could reasonably 
be expected to occur within his lifetime, to his appointees (or 
alternate takers in default of appointment) under any power of 
appointment, general or special, or if he has no power of appoint- 
ment to one or more designated alternate takers (other than the 
grantor or the grantor’s estate) whose shares have been irrevocably 
specified in the trust instrument (section 674(b)(6)(A) and the 
flush material following) ; or 

(<?) On termination of the trust, or in conjunction with a dis- 
tribution of corpus which is augmented by the accumulated income, 
to the current income beneficiaries in shares which have been ir- 
revocably specified in the trust instrument, or if any beneficiary 
does not survive a date of distribution which would reasonably be 
expected to occur within his lifetime, to his appointees (or alternate 
takers in default of appointment) under any power of appoint- 
ment, general or special, or if he has no power of appointment to 
one or more designated alternate takers (other than the grantor or 
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the grantors estate) whose shares have been irrevocably specified 
in the trust instrument (section 674(b) (6) (B) and the flush ma- 
terial following). 

(In the application of (a) of this subdivision, if the accumulated 
income of a trust is ultimately payable to the estate of the current 
income beneficiary, or is ultimately payable to his appointees, or 
takers in default of appointment, under a power of the type described 
in (a) of this subdivision, it need not be payable to the beneficiary 
from whom it was withheld under any circumstances. Furthermore, 
if a trust otherwise qualifies for the exception in (a) of this sub- 
division the trust income will not be considered to be taxable to the 
grantor under section 677 by reason of the existence of the power 
of appointment referred to in (a) of this subdivision.) In general, 
the exception in section 674(b) (6) is not applicable if the power is 
in substance one to shift ordinary income from one beneficiary to an- 
other. Thus, a power will not qualify for this exception if ordinary in- 
come may be distributed to beneficiary A, or may be added to corpus 
which is ultimately payable to beneficiary B, a remainderman who is 
not a current income beneficiary. However, section 674(b)(6)(B), 
and (e) of this subdivision, permit a limited power to shift ordinary 
income among current income beneficiaries, as illustrated in example 
(1) of this subparagraph. 

(ii) The application of section 674(b)(6) may be illustrated by 
the following examples : 

Emm fie (I) . A trust instrument provides that the income shall 
be paid in equal shares to the grantor’s two adult daughters but the 
grantor reserves the power to withhold from either beneficiary any 
part of that beneficiary’s share of income and to add it to the corpus 
of the trust until the younger daughter reaches the age of 30 years. 
When the younger daughter reaches the age of 30, the trust is to 
terminate and the corpus is to be divided equally between the two 
daughters or their estates. Although exercise of this power may 
permit the shifting of accumulated income from one beneficiary to 
the other (since the corpus with the accumulations is to be divided 
equally )^ the power is excepted under section 674(b) (6) (B) and 
subdivision (i) (c) of this subparagraph. 

Example (£). The facts are the same as in example (1), except 
that the grantor of the trust reserves the power to distribute accumu- 
lated income to the beneficiaries in such shares as he chooses. The 
combined powers are not excepted by section 674(b) (6) (B) since in- 
come accumulated pursuant to the first power is neither required to 
be payable only in conjunction with a corpus distribution nor re- 
quired to be payable in shares specified in the trust instrument. See, 
however, section 674(c) and § 1.674 (c)-l for the effect of such a 
power if it is exercisable only by independent trustees. 

Example (8). A trust provides for payment of income to the 
grantor’s adult son with the grantor retaining the power to accumu- 
late the income until the grantor’s death, when all accumulations are 
to be paid to the son. If the son predeceases the grantor, all accumu- 
lations are, at the death of the grantor, to be paid to his daughter, or 
if she is not living, to alternate takers (which do not include the 
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grantor*^ estate) in specified shares. The power is excepted under 
section 674(b) (6) (A) since the date of distribution (the date of the 
grantor's death) may, in the usual case, reasonably be expected to 
occur during the beneficiary's (the son's) lifetime/ It is not neces- 
sary that the accumulations be payable to the son's estate or his 
appointees if he should predecease the grantor for this exception to 
apply. 

(7) Poorer to with hold income during disability.- — Section 
674(b) (7) provides an exception for a power' which, in general, will 
permit ordinary^ income to be withheld during the legal disability of 
an income beneficiary or while he is under 21. Specifically, there is 
excepted a power, exercisable only during the existence of a legal 
disability of any current income beneficiary or the period during 
which any income beneficiary is under the age of 21 years, to distribute 
or apply ordinary income to or for that beneficiary or to accumulate 
the income and add it to corpus. To qualify under this exception it 
is not necessary that the income ultimately be payable to the income 
beneficiary from whom it was withheld. Ills estate, or his appointees; 
that is, the accumulated income may be added to corpus and ulti- 
mately distributed to others. For example, the grantor is not treated 
as an owner under section 674 if the income of a trust is payable to 
his son for life, remainder to his grandchildren, although lie reserves 
the power to accumulate income and add it to corpus while his son 
is under 21. 

(8) Powers to allocate between corpus and income . — Paragraph (8) 
of section 674(b) provides that a power to allocate receipts and dis- 
bursements between corpus and income, even though expressed in 
broad language, will not cause the grantor to be treated as an owner 
under the general rule of section 674(a). 

§ 1.674 ( c) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Exception for Cer- 
tain Powers of Independent Trustees. 


SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT. * * * 

(e) Exception for Certain Powers of Independent Trustees. — Subsec- 
tion (a) shall not apply to a power solely exercisable (without the approval 
or consent of any other person) by a trustee or trustees, none of whom is the 
grantor, and no more than half of whom are related or subordinate parties 
who are subservient to the wishes of the grantor — 

(1) to distribute, apportion, or accumulate income to or for a bene- 
ficiary or beneficiaries, or to, for, or within a class of beneficiaries ; or 

(2) to pay out corpus to or for a beneficiary or beneficiaries or to or 
for a class of beneficiaries (whether or not income beneficiaries). 

A power does not fall within the powers described in this subsection if 
any person has a power to add to the beneficiary or beneficiaries or to a 
class of beneficiaries designated to receive the income or corpus, except where 
such action is to provide for after-born or after-adopted children. 

§ 1.674(c)-! Excepted Powers Exercisable Only by Independ- 
ent Trustees. — Section 674(c) provides an exception to the general 
rule of section 674(a) for certain powers that are exercisable by inde- 
pendent trustees. This exception is in addition to those provided for 
under section 674(b) which may be held by any person including an 
independent trustee. The powers to which section 674(c) apply are 
powers (a) to distribute, apportion, or accumulate income to or for 


410020°— 57 25 


§ 1.674(c)-! 



382 


a beneficiary or beneficiaries, or to, for, or within a class of bene- 
ficiaries, or (b) to pay out corpus to or for a beneficiary or beneficiaries 
or to or for a class of beneficiaries (whether or not income ^ bene- 
ficiaries). In order for such a power to fall within the exception of 
section 674(c) it must be exercisable solely (without the approval or 
consent of any other person) by a trustee or trustees none of whom 
Is the grantor and no more than half of whom are related or sub- 
ordinate parties who are subservient to the wishes of the grantor. 
(See section 672(c) for definitions of these terms.) An example of 
the application of section 674(c) is a trust whose income is payable 
to the grantor’s three adult sons with power in an independent trustee 
to allocate without restriction the amounts of income to be paid to 
each son each year. Such a power does not cause the grantor to be 
treated as the owner of the trust. See, however, the limitations set 
forth in § 1.674(d)-2. 

§ 1.674 ( d) Statutory Provisions ; Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners ; Power to Allocate 
Income ip Limited by a Standard. 

SEC. 674. POWER, TO CONTROL BENEFICIAL ENJOYMENT. * * * 

(d) Power To Allocate Income if Limited by a Standard. — Subsection 

(а) shall not apply to a power solely exercisable (without the approval 
or consent of any other person) by a trustee or trustees, none of whom is 
the grantor or spouse living with the grantor, to distribute, apportion, or 
accumulate income to or for a beneficiary or beneficiaries, or to, for, or 
within a class of beneficiaries, whether or not the conditions of paragraph 

(б) or (7) of subsection (b) are satisfied, if such power is limited by a 
reasonably definite external standard which is set forth in the trust instru- 
ment. A power does not fall within the powers described in this subsection 
if any person has a power to add to the beneficiary or beneficiaries or to 
a class of beneficiaries designated to receive the income or corpus except 
where such action is to provide for after-born or after-adopted children. 

§ 1.674 (d)-l Excepted Powers Exercisable by any Trustees 
Other Than Grantor or Spouse. — Section. 674(d) provides an addi- 
tional exception to the general rule of section 674(a) for a power to 
distribute, apportion, or accumulate income to or for a beneficiary or 
beneficiaries or to, for, or within a class of beneficiaries, whether or not 
the conditions of section 674(b) (6) or (7) are satisfied, if the power 
is solely exercisable (without the approval or consent of any other 
person) by a trustee or trustees none of whom is the grantor or spouse 
living with the grantor, and if the power is limited by a reasonably 
definite external standard set forth in the trust instrument (see 
paragraph (b) (5) of § 1.674(b)-l with respect to what constitutes 
a reasonably definite standard). See, however, the limitations set 
forth in § 1.674(d) -2. 

§ 1.674(d)-2 Limitations on Exceptions in Section 674(b) , (c) , 
and (d). — (a) Power to remove trustee, — A power in the grantor to 
remove, substitute, or add trustees (other than a power exercisable 
only upon limited conditions which do not exist during the taxable 
year, such as the death or resignation of, or breach of fiduciary duty 
by, an existing trustee) may prevent a trust from qualifying under 
section 674(c) or (d). For example, if a grantor has an unrestricted 
power to remove an independent trustee and substitute any person 
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including himself as trustee, the trust will not qualify under section 
074(c) or (d). On the other hand if the grantors power to remove, 
substitute, or add trustees is limited so that its exercise could not alter 
the trust in a manner that would disqualify it under section 674(c) or 
(d), as the ease may be, the power itself does not disqualify the trust. 
Thus, for example, a power in the grantor to remove or discharge 
ini independent trustee on the condition that lie substitute another 
independent trustee will not prevent a trust from qualifying under 
section 674(e). 

(fa) Power to add beneficiaries. — The exceptions described in se- 
tions 674(b) (5), (6), and (7), and 674(c) and (d) are not applicable 
if any person lias a power to add to the beneficiary or beneficiaries or 
to a class of beneficiaries designated to receive the income or eornus, 
except where the action is to provide for after-horn or after-adopted 
children. This limitation does not apply to a power held by a bene- 
ficiary to substitute other beneficiaries to succeed to his interest in the 
trust (so that lie would be an adverse party as to the exercise or non- 
exercise of that power). For example, the limitation does not apply 
to a power Jn a beneficiary of a nonspendthrift trust to assign liis 
interest. Xor does the limitation apply to a power held by any per- 
son which would qualify as an exception under section 674(b)(3) 
(relating to testamentary powers) . 

§ 1.675 Statutory Provisions; Estates and Trusts; Grantors 
and Others Treated as Substantial Owners; Administrative 
Powers. 

SEC. 675. ADMINISTRATIVE POWERS. 

The grantor shall he treated as the owner of any portion of a trust in 

respect of which — 

(1) Power to deal for less than adequate and full consideration.— 

A power exercisable by the grantor or a nonad verse party, or both, with- 
out the approval or consent of any adverse party enables the grantor or 
any person to purchase, exchange, or otherwise deal with or dispose of 
the corpus or the income therefrom for less than an adequate considera- 
tion in money or money’s worth. 

(2) Power to borrow without adequate interest or security. — A 
power exercisable by the grantor or a nonadverse party, or both, enables 
the grantor to borrow the corpus or income, directly or indirectly, with- 
out adequate interest or without adequate security except where a 
trustee (other than the grantor) is authorized under a general lending 
power to make loans to any person without regard to interest or security. 

(3) Borrowing of the trust funds. — The grantor has directly or 
indirectly borrowed the corpus or income and has not completely repaid 
the loan, including any interest, before the beginning of the taxable year. 
The preceding sentence shall not apply to a loan which provides for 
adequate interest and adequate security, if such loan is made by a trustee 
other than the grantor and other than a related or subordinate trustee 
subservient to the grantor. 

(4) General powers of administration. — A power of administration 
is exercisable in a nonfiduciary capacity by any person without the 
approval or consent of any person in a fiduciary capacity. For purposes 
of this paragraph, the term “power of administration” means any one or 
more of the following powers: (A) a power to vote or direct the voting 
of stock or other securities of a corporation in which the holdings of 
the grantor and the trust are significant from the viewpoint of voting 
control; (B) a power to control the investment of the trust funds either 
by directing investments or reinvestments, or by vetoing proposed invest- 
ments or reinvestments, to the extent that the trust funds consist of 
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stocks or securities of corporations in which the holdings of the grantor 
and the trust are significant from the viewpoint of voting control ; or 
(C) a power to reacquire the trust corpus by substituting other property 
of an equivalent value. 

§ 1.675-1 Administrative Powers. — ( a) General rule . — Section 
675 provides in effect that the grantor is treated as the owner of any 
portion of a trust if under the terms of the trust instrument or cir- 
cumstances attendant on its operation administrative control is exer- 
cisable primarily for the benefit of the grantor rather than the bene- 
ficiaries of the trust. If a grantor retains a power to amend the admin- 
istrative provisions of a trust instrument which is broad enough to 
permit an amendment causing the grantor to be treated as the owner 
of a portion of the trust under section 675, he will be treated as the 
o viier of the portion from its inception. See section 671 and 
§§ 1.671-2 and 1.671-3 for rules for treatment of items of income, 
deduction, and credit when a person is treated as the owner of all 
or only a portion of a trust. 

(b) Prohibited controls . — The circumstances which cause admin- 
istrative controls to be considered exercisable primarily for the bene- 
fit of the grantor are specifically described in paragraphs (1) through 
( 4 ) of section 67 5 as follows : 

(1) The existence of a power, exercisable by the grantor or a 
nonadverse party, or both, without the approval or consent of any 
adverse party, which enables the grantor or any other person to 
purchase, exchange, or otherwise deal with or dispose of the corpus 
or the income of the trust for less than adequate consideration in 
money or money’s worth. Whether the existence of the power itself 
will constitute the holder an adverse party will depend on the par- 
ticular circumstances. 

(2) The existence of a power exercisable by the grantor or a non- 
adverse party, or both, which enables the grantor to borrow the 
corpus or income of the trust, directly or indirectly, without adequate 
interest or adequate security. However, this paragraph does not 
apply where a trustee (other than the grantor acting alone) is author- 
ized under a general lending power to make loans to any person 
without regard to interest or security. A general lending power in 
the grantor, acting alone as trustee, under which he has power to 
determine interest rates and the adequacy of security is not in itself 
an indication that the grantor has power to borrow the corpus or 
income without adequate interest or security. 

(3) The circumstance that the grantor has directly or indirectly 
borrowed the corpus or income of the trust and has not completely 
repaid the loan, including any interest, before the beginning of the 
taxable year. The preceding sentence does not apply to a loan which 
provides for adequate interest and adequate security, if it is made 
by a trustee other than the grantor or a related or subordinate trustee 
subservient to the grantor. See section 672(c) for definition of “a 
related or subordinate party.” 

. (^) The existence of certain powers of administration exercisable 
m a nonfiduciary capacity by any nonadverse party without the ap- 
proval or consent of any person in a fiduciary capacity. The term 
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•"powers of a dminist ration ■' means one or more of the following 
powers ; 

(i) a A power to rote or direct the voting of stock or other 
securities of a corporation in which the holdings of the grantor 
and the trust are significant from the viewpoint of voting control; 

(ii) A power to control the investment of the trust funds eithei 
by directing investments or reinvestments, or by vetoing proposed 
investments or reinvestments, to the extent that the trust funds 
consist of stocks or securities of corporations in which the holdings 
of the grantor and the trust are significant from the viewpoint of 
voting control ; or 

(iiij A power to v^mouire the trust corpus by substituting other 
property of an eqv.vah-u: value. 

If a power is exercisable by a pei*son as trustee, it is presumed that the 
power is exercisable in a fiduciary capacity primarily in the interests 
of the beneficiaries. This presumption may A- rebmied only by clear 
and convincing proof that the power is not exercisable primarily in 
the interests of the beneficiaries. If a power is not exercisable By a 
person as trustee, the determination of whether the power is exercis- 
able in a fiduciary or a non fiduciary capacity depends on all the terms 
of the trust and the circumstances surrounding its creation and 
administration. 

(c) Authority of trustee. — The mere fact that a power exercisable 
by a trustee is described in broad language does not indicate that the 
trustee is authorized to purchase, exchange, or otherwise deal with 
or dispose of the trust property or income for less than an adequate 
and full consideration in money or money's worth, or is authorized to 
lend the trust property or income to the grantor without adequate 
interest. On the other hand, such authority may be indicated by the 
actual administration of the trust. 

§ 1.676(a) Statutory Provisions : Estates and Trusts ; Grantors 
and Others Treated as Substantial Owners; Power to Revoke; 
General Rule. 

SEC. 676. POWER TO REVOKE, 

(a) General Rule. — The grantor shall be treated as the owner of any 
portion of a trust, whether or not he is treated as such owner under any 
other provision of this part, where at any time the power to revest in the 
grantor title to such portion is excercisable by the grantor or a non-adverse 
party, or both. 

§ 1.676(a)-! Power to Revest Title to Portion of Trust Prop- 
erty in Grantor ; General Rule. — If a power to revest in the grantor 
title to any portion of a trust is exercisable by the grantor or a non- 
adverse party, or both, without the approval or consent of an adverse 
party, the grantor is treated as the owner of that portion, except as 
provided in section 676(b) (relating to powers affecting beneficial 
enjoyment of income only after the expiration of certain periods of 
time). If the title to a portion of the trust will revest in the grantor 
upon the exercise of a power by the grantor or a non-adverse party, 
or both, the grantor is treated as the owner of that portion regardless 
of whether the power is a power to invoke, to terminate, to alter or 
amend, or to appoint. See section 671 and §§ 1.671-2 and 1.671-3 for 
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rules for treatment of items of income, deduction, and credit when a 
person is treated as the owner of all or only a portion of a trust. 

§ 1.676(b) Statutory Provisions ; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners ; Power to Revoke 
Exercisable Only After a Period of Time. 

SEC. 678. POWER TO REVOKE. * * * 

(b) Power Affecting Beneficial Enjoyment Only After Expiration 
of 10-Year Period. — Subsection (a) shall not apply to a power the exercise 
of which can only affect the beneficial enjoyment of the income for a period 
commencing after the expiration of a period such that a grantor would not 
be treated as tbe owner under section 673 if the power were a reversionary 
interest. But the grantor may be treated as the owner after the expiration 
of such period unless the power is relinquished. 

g 1.676 (b) -1 Powers Exercisable Only After a Period of Time. — 
Section 676(b) provides an exception to the general rule of section 
676(a) when the exercise of a power can only affect the beneficial 
enjoyment of the income of a trust received after the expiration of 
a period of time which is such that a grantor would not be treated 
as an owner under section 673 if the power were a reversionary in- 
terest, See §§ 1.673(a)-! and 1.673(b)-l. Thus, for example, a 
grantor is excepted from the general rule of section 676(a) with 
respect to ordinary income if exercise of a power to revest corpus in 
him cannot affect the beneficial enjoyment of the income received 
within 10 years after the date of transfer of that portion of the trust. 
It is immaterial for this purpose that the power is vested at the time 
of the transfer. However, the grantor is subject to the general rule 
of section 676(a) after the expiration of the period unless the power 
is relinquished. Thus, in the above example, the grantor may be 
treated as the owner and be taxed on all income in the eleventh and 
succeeding years if exercise of the power can affect beneficial enjoy- 
ment of income received in those years. If the beginning of the pe- 
riod during which the grantor may revest is postponed, the rules set 
forth in § 1.673 (d)-l are applicable to determine whether the grantor 
should be treated as an owner during the period following the 
postponement. 

§ 1.677(a) Statutory Provisions; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners ; Income for Bene- 
fit of Grantor; General Rule. 

SEC. 677. INCOME FOR BENEFIT OF GRANTOR. 

(a) General Rule. — The grantor shall he treated as the owner of any 
portion of a trust, whether or not he is treated as such owner under section 
674, whose income without the approval or consent of any adverse party 
is, or, in the discretion of the grantor or a non-adverse party, or both, may 
b e 

(1) distributed to the grantor; 

(2) held or accumulated for future distribution to the grantor; or 

(3) applied to the payment of premiums on policies of insurance on 
the life of the grantor ( except policies of insurance irrevocably payable 
for a purpose specified in section 170(c) (relating to definition of char- 

_ itable contributions)). 

This subsection shall not apply to a power the exercise of which can only 
affect the beneficial enjoyment of the income for a period commencing after 
the expiration of a period such that the grantor would not be treated as the 
owner under section 673 if the power were a reversionary interest ; but 
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the grantor may i>e treated as the owner after the expiration of the period 
unless the power is relinquished. 

§ 1.677(a)-! Income for Benefit of Grantor: General Rule — 
(a) Section 677 deals with situations in which a grantor of a trust is 
treated as the owner of a portion of the trust because lie lias retained 
an interest in tlie income from, that portion. See section 671 and 
§§ 1.671-2 and 1.671-3 for rules for treatment of items of income, 
deduction, and credit when a person is treated as the owner of all or 
only a portion of a trust. 

(b) Under section 677, the grantor is treated in any taxable year 
as the owner of a portion of a trust (whether or not he is treated as 
an owner under section 674) of which the income for the taxable year 
or for a period not coming within the exception described in para- 
graph (e) of this section is, or in the discretion of the grantor or a 
nonadverse party, or both, (without the approval or consent of any 
adverse party) maybe— 

(1) Distributed to the grantor; 

(2) Held or accumulated for future distribution to the grantor: 
or 

(3) Applied to the payment of premiums on policies of insur- 
ance- on the life of the grantor, except policies of insurance^ irre- 
vocably payable for a charitable purpose specified in section 170(e). 

(c) Therefore, under the general rule of section 677 the grantor is 
treated as the owner of a portion of a trust if he has retained any 
interest which might, without the approval or consent of an adverse 
party, enable him to have the income from the portion, at some time, 
distributed to him either actually or constructively (subject to the 
exception described in paragraph (e) of this section). Constructive 
distribution to the grantor includes payment to another in obedience 
to his direction and payment of premiums upon policies of insurance 
on the grantors life (other than policies of insurance irrevocably 
payable for charitable purposes). If the grantor strips himself per- 
manently and definitively of every interest described in the first sen- 
tence of this paragraph, he is not treated as an owner under section 677 
after that divesting. The word “interest” as used in the first sentence 
of this paragraph does not include the possibility that the grantor 
might receive back from a beneficiary an interest in a trust by 
inheritance, or as a surviving spouse under a statutory right of election 
or a similar right. 

(d) Under section 677 a grantor is, in general, treated as owner of 
a portion of a trust whose income is, or in the discretion of the grantor 
or a nonadverse party, or both, may be, applied in discharge of a 
legal obligation of the grantor. However, see § 1.677(b)-! for spe- 
cial rules for trusts whose income may not be applied for the discharge 
of any legal obligation of the grantor other than the support or main- 
tenance of a beneficiary whom the grantor is legally obligated to 
support. 

(e) The last sentence of section 677(a) provides an exception to 
the general rule when a discretionary right can only affect the bene- 
ficial enjoyment of the income of a trust received after a period of 
time which is such that a grantor would not be treated as an owner 
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under section 673 if the power were a reversionary interest. See 
§ § 1.673(a)-! and 1.673(b)-!. For example, if the ordinary income 
of a trust is payable to B for 10 years and then in the grantor’s dis- 
cretion income or corpus may be paid to B or to the grantor, the 
grantor is not treated as an owner with respect to ordinary income 
under section 677 during the first 10 years. He will be treated as an 
owner imder section 677 after the expiration of the 10-year period 
unless the power is relinquished. If the beginning of the period dur- 
ing which the grantor may substitute beneficiaries is postponed, the 
rules set forth in § 1.673(d)-! are applicable in order to determine 
whether the grantor should be treated as an owner during the period 
following the postponement. 

(f) However, if income is accumulated in any taxable year for 
future distribution to the grantor, section 677 (a) (2) treats the grantor 
as an owner for that taxable year. The exception set forth in the last 
sentence of section 677(a) does not apply merely because the grantor 
must await the expiration of a period of time before he can receive 
or exercise discretion over previously accumulated income of the 
trust, even though the period is such that the grantor would not be 
treated as an owner under section 673 if a reversionary interest were 
involved. Thus, if income (including capital gains) of a trust is to 
be accumulated for 10 years and then will be, or at the discretion of 
the grantor may be, distributed to the grantor, the grantor is treated 
as the owner of the trust from its inception. 

(g) The application of section 677(a) may be illustrated by the 
following examples : 

Example (1) . G creates an irrevocable trust -which provides that 
the ordinary income is to be payable to himself for life and that on 
his death the corpus shall be distributed to a designated charity. 
Except for the right to receive income, G retains no right or power 
which would cause him to be treated as an owner under sections 671- 
677. Under the applicable local law capital gains must be applied 
to corpus. During the taxable year 1955 the trust has the following 
items of gross income and deductions : 


Dividends $5,000 

Capital gam 1 000 

Expenses allocable to income ’ 200 

Expenses allocable to corpus I 100 


Since G has a right to receive income he is treated as an owner of a 
portion of the trust under section 677. Accordingly, he should in- 
clude the $5,000 of dividends, $200 income expense, and $100 corpus 
expense in the computation of his taxable income for 1955. He 
should not include the $1,000 capital gain since that is not attrib- 
utable to the portion of the trust that he owns. See § 1.671-3. The 
tax consequences of the capital gain are governed by the provisions 
of sections 641-668 (subparts A, B, C and D). Had the trust sus- 
tained a capital loss in any amount the loss would likewise not be 
included m the computation of G’s taxable income, but would also 
be governed by the provisions of sections 641-668. 

Example ($). G creates a trust whose ordinary income is pay- 
fbm to his adult son. Ten years from the date of transfer or on 
me death of his son, whichever is earlier, corpus is to revert to G. 
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In addition, G retains a discretionary right to receive $5,000 of 
ordinary income each year. ( Absent the exercise of this right all 
the ordinary income is to be distributed to his son.) G retains no 
other right or power which would cause him to be treated as an 
owner under subpart E. Under the terms of the trust Instrument 
and applicable local law capital gains must be applied to corpus. 
During the taxable year 1055 the trust had the following items of 
income and deductions: 


D hi deii d s .< 1 0 . 000 

Capital gain 2, OOo 

Expenses allocable to income 400 

Expenses allocable to corpus 200 


Since the capital gain is held or accumulated for future distribu- 
tions to G, he is treated under section 077(a) (2) as an owner of a 
portion of the trust to which the gain is attributable. Therefore, 
he must Include the capital gain in the computation of his taxable 
income. (Had the trust sustained a capital loss in any amount, 
G would likewise include that loss in the computation of his taxable 
income.) In addition, because of G's discretionary right (whether 
exercised or not) lie is treated as the owner of a portion of the 
trust which will permit a distribution of income to him of $5,000. 
Accordingly, G includes dividends of $5,208.33 and Income expenses 
of $208.33 in computing his taxable income, determined in the fol- 


lowing manner : 

Total dividends $10, 000 

Less: Expenses alloraide r<> income 400 

Distributable income of tbe trust $0, 000 

Portion of dividends attributable to G ( 5.000/0.600 X $1 <U>H4 1 $5,208.33 

Portion of income expenses attributable to G { 5,000/1 *,0o0 X $4 < mi ) — 208. 33 

Amount of income subject to discretionary right $5, 000, 00 


In accordance with paragraph (c) of §1.071-3, G also takes Into 
account $101.17 (5.0UO/9,OOUX$200) of corpus expenses in comput- 
ing his tax liability. The portion of the dividends and expenses of 
the trust not attributable to G are governed by the provisions of 
sections 641-668 (subparts A through D). 

§ 1.677 (b) Statutory Provisions : Estates axd Trusts ; Grantors 
and Others Treated as Substantial Owners; Trusts for Support 
of Grantor’s Dependents. 

SEC. 677. INCOME FOR BENEFIT OF GRANTOR. * 555 * 

(b) Obligations of Support. — Income of a trust shall not be considered 
taxable to the grantor under subsection (a) or any other provision of this 
chapter merely because such income in the discretion of another person, the 
trustee, or the grantor noting as trustee or co-trustee, may be applied or dis- 
tributed for the support or maintenance of a beneficiary whom the grantor 
is legally obligated to support or maintain, except to the extent that such 
income is so applied or distributed. In cases where the amounts so applied 
or distributed are paid out of corpus or out of other than income for the 
Taxable year, such amounts shall be considered to be an amount paid or cred- 
ited within the meaning of paragraph (2) of section 661(a) and shall be 
taxed to the grantor under section 662. 
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§ 1.677(b)-! Trusts for Support. — (a) Section 677(b) provides 
in effect that a grantor is not treated as the owner of a trust merely 
because its income may in the discretion of any person except the 
grantor not acting as trustee or cotrustee be applied or distributed for 
the support or maintenance of a beneficiary, such as the wife or child 
of the grantor, whom the grantor is legally obligated to support. If 
income of the current year of the trust is actually so applied or dis- 
tributed the grantor may be treated as the owner of any portion of the 
trust under section 677 to that extent, even though it might have been 
applied or distributed for other purposes. 

(b) If any amount applied or distributed for the support of a 
beneficiary whom the grantor is legally obligated to support is paid 
out of corpus or out of other than income of the current year, the 
grantor is treated as a beneficiary of the trust, and the amount applied 
or distributed is considered to be an amount paid within the meaning 
of section 661 (a) (2) , taxable to the grantor under section 662. Thus, 
he is subject to the other relevant portions of sections 611-668 (sub- 
parts A through D). Accordingly, the grantor may be taxed on an 
accumulation distribution under sections 665 through 668 (subpart 
D). The provisions of those sections, including the exceptions in 
section 665, are applied on the basis that the grantor is the beneficiary. 

(c) For the purpose of determining the items of income, deduction, 
and credit of a trust to be included under this section in computing 
the grantor’s tax liability, the income of the trust for the taxable year 
of cEstribution will be deemed to have been first distributed. For 
example, in the case of a trust reporting on the calendar year basis, a 
distribution made on January 1, 1956, will be deemed to have been 
made out of ordinary income of the trust for the calendar year 1956 
to the extent of the income for that year even though the trust had 
received no income as of January 1, 1956. Thus, if a distribution of 
$10,000 is made on January 1, 1956, for the support of the grantor’s 
dependent, the grantor will be treated as the owner of the trust for 
1956 to that extent. If the trust received dividends of $5,000 and 
incurred expenses of $1,000 during that year but subsequent to Janu- 
ary 1, he will take into account dividends of $5,000 and expenses of 
$1,000 in computing his tax liability for 1956. In addition, the grantor 
will be treated as a beneficiary of the trust with respect to the $6,000 
($10,000 less distributable income of $4,000 (dividends of $5,000 less 
expenses of $1,000) ) paid out of corpus or out of other than income 
of the current year. See paragraph (b) of this section. 

(d) The exception provided in section 677(b) relates solely to the 
satisfaction of the grantor’s legal obligation to support or maintain 
a beneficiary. Consequently, the general rule of section 677(a) is 
applicable when in the discretion of the grantor or nonadverse parties 
income of a trust may be applied in discharge of a grantor’s obliga- 
tions other than his obligation of support or maintenance falling 
within section 677(b). Thus, if the grantor creates a trust the in- 
come of which may in the discretion of a nonadverse party be applied 
in the payment of the grantor’s debts, such as the payment of his rent 
or other household expenses, he is treated as an owner of the trust 
regardless of whether the income is actually so applied. 

(e) The general rule of section 677(a), and not section 677(b), 

§ 1.677(b)-! (a) 
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is applicable if discretion to apply or distribute income of a trust rests 
solely in the srantor. or in the grantor in conjunction with other 
persons, unless u: r case the grantor has such discretion as trustee 

or cotrustee. 

(f) The general rule of section 677(a), and not section 677(b), is ap- 
plicable to the extent that income is required, without any discretionary 
determination, to be applied to the support of a beneficiary whom the 
grantor is legally obligated to support. 

§ 1.678 (a) Statutory Provisions; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners; Person Other 
Than Grantor Treated as Substantial Owner; General Rule. 

SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUB- 
STANTIAL OWNER. 

fa) General Rrr.Fi. — A person other than the grantor shall Ire treated as 

the owner of any portion of a trust with respeet to which : 

(1) such person lias a power exercisable solely by himself to vest the 
corpus or the income therefrom in himself, or 

(2) such person has previously partially released or otherwise modi- 
fied such a power and after the release or modification retains such 
control as would, within the principles of sections 671 to 677, inclusive, 
subject a grantor of a trust to treatment as the owner thereof. 

§ 1.678(a)-! Person Other Than Grantor Treated as Substan- 
tial Owner; General Rule. — (a) Where a person other than the 
grantor of a trust has a power exercisable solely by himself to vest 
the corpus or the income of any portion of a testamentary or inter 
vivos trust in himself, he is treated under section 678(a) as the owner 
of that portion, except as provided in section 678(b) (involving tax- 
ation of the grantor ) and section 678(e) (involving an obligation of 
support). The holder of such a power also is treated as an owner of 
the trust even though he has partially released or otherwise modified 
the power so that he can no longer vest the corpus or income in him- 
self, if he has retained such control of the trust as would, if retained 
by a grantor, subject the grantor to treatment as the owner under 
sections 671 to 677, inclusive. See section 671 and §§ 1.671-2 and 
1.671-3 for rules for treatment of items of income, deduction, and 
credit where a person is treated as the owner of all or only a portion 
of a trust. 

(b) Section 678(a) treats a person as an owner of a trust if he has 
a power exercisable solely by himself to apply the income or corpus 
for the satisfaction of his legal obligations, other than an obligation 
to support a dependent (see § 1.678(c)-!) subject to the limitation of 
section 678(b)/ Section 678 does not apply if the power is not exer- 
cisable solely hy himself. However, see § 1.662 (a)-4 for principles 
applicable to income of a trust which, pursuant to the terms of the 
trust instrument, is used to satisfy the obligations of a person other 
than the grantor. 

§ 1.678(b) Statutory Provisions; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners ; Exception Where 
Grantor Is Taxable, 

SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUB- 
STANTIAL OWNER. * * * 

(b) Exception Where Grantor Is Taxable. — Subsection (a) shall not 

apply with, respect to a power over income, as originally granted or tliere- 

§ 1.678(b) 
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after modified, if the grantor of the trust is otherwise treated as the owner 
under sections 671 to 677, inclusive. 

§ 1.678 (b)-l If Grantor Is Treated as the Owner. — Section 
678(a) does not apply with respect to a power over income, as origi- 
nally granted or thereafter modified, if the grantor of the trust is 
treated as the owner under section 671 to 677, inclusive. 

§ 1.678(c) Statutory Provisions ; Estate and Trusts ; Grantors 
and Others Treated as Substantial Owners ; Trusts for Support. 

SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUB- 
STANTIAL OWNER. * * * 

(e) Obligations of Support. — Subsection (a) shall not apply to a power 
which enables such person, in the capacity of trustee or co-trustee, merely 
to apply the income of the trust to the support or maintenance of a person 
whom the holder of the power is obligated to support or maintain except to 
the extent that such income is so applied. In cases where the amounts so 
applied or distributed are paid out of corpus or out of other than income of 
the taxable year, such amounts shall be considered to be an amount paid 
or credited within the meaning of paragraph (2) of section 661(a) and shall 
be taxed to the holder of the power under section 662. 

§1.678(c)-l Trusts for Support. — (a) Section 678(a) does not 
apply to a power which enables the holder, in the capacity of trustee 
or cotrustee, to apply the income of the trust to the support or main- 
tenance of a person whom the holder is obligated to support, except 
to the extent the income is so applied. See paragraphs (a) , (b) , and 
(c) of § 1.677 (b)-l for applicable principles where any amount is 
applied for the support or maintenance of a person whom the holder 
is obligated to support. 

(b) The genreal rule in section 678(a) (and not the exception in 
section 678(c)) is applicable in any case in which the holder of a 
power exercisable solely by himself is able, in any capacity other than 
that of trustee or cotrustee, to apply the income in discharge of his 
obligation of support or maintenance. 

(c) Section 678(c) is concerned with the taxability of income sub- 
ject to a power described in section 678(a). It has no application to 
the taxability of income which is either required to be applied pur- 
suant to the terms of the trust instrument or is applied pursuant to a 
power which is not described in section 678(a), the taxability of such 
income being governed by other provisions of the Internal Eevenue 
Code of 1954. See § 1.662 (a) -4. 

§ 1.678(d) Statutory Provisions; Estates and Trusts; Grant- 
ors and Others Treated as Substantial Owners ; Effect of Renun- 
ciation or Disclaimer. 

SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUB- 
STANTIAL OWNER. * * * 

(d) Effect of Renunciation or Disclaimer. — Subsection (a) shall not 
apply with respect to a power which has been renounced or disclaimed 
within a reasonable time after the holder of the power first became aware of 
its existence. 

§ 1.678(d)— 1 Renunciation of Power.— Section 678(a) does not 
a PPty a power which has been renounced or disclaimed within a 
reasonable time after the holder of the power first became aware of 
its existence. 

§ 1.678(b)-l 
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Mjsvell vxeous 

§1.683 Statutory Provisions : Estates and Trusts; Applica- 
bility of Provisions. 

SEC. 683. APPLICABILITY OF PROVISIONS. 

(a) General Rule. — This part shall apply only to taxable years beginning 
after December 31, 1053, and ending after the date of the enactment of this 
title. 

{!>) Exceptions. — In the case of any beneficiary of an estate or trust — 

(1) this part shall not apply to any amount paid, credited, or to be 
distributed by the estate or trust in any taxable year of such estate or 
trust to which this part does not apply, and 

(2) the Internal Revenue Code of 1030 shall apply for purposes of 
determining the amount includible in the gross income of the beneficiary. 

To the extent that any amount paid, credited, or to be distributed by an 
estate or trust in the first taxable year of such estate or trust to which 
this part applies would be treated, if the Internal Revenue Code of 1939 
were applicable, as paid, credited, or to be distributed on the last clay of the 
preceding taxable year, such amount shall not be taken into account for 
purposes of this part but shall be taken into account as provided in the 
Internal Revenue Code of 1039. 

§1.683-1 Applicability of Provisions ; General Rule.— Sections 
641 through 683 apply to estates and trusts and to beneficiaries only 
with respect to taxable years which begin after December 31, 1953, 
and end after August 16^ 1954, the date of enactment of the Internal 
Revenue Code of 1954. In the case of an estate or trust, the date on 
which a trust is created or amended or on which an estate commences, 
and the taxable years of beneficiaries, grantors, or decedents con- 
cerned, are immaterial. This provision applies equally to taxable 
years of normal and of abbreviated length. 

§ 1.683-2 Exceptions. — (a) In the case of any beneficiary of an 
estate or trust, sections 641 through 682 do not apply to any amount 
paid, credited, or to be distributed by an estate or trust in any tax- 
able year of the estate or trust which begins before January 1, 1954, 
or which ends before August IT, 1954. Whether an amount so paid, 
credited, or to be distributed is to be included in the gross income 
of a beneficiary is determined with reference to the Internal Revenue 
Code of 1939. Thus, if a trust in its fiscal year ending June 30, 1954, 
distributed its current income to a beneficiary on June 30, 1954, the 
extent to which the distribution is includible in the beneficiary’s gross 
income for his taxable year (the calendar year 1954) and the character 
of such income will be determined under the Internal Revenue Code 
of 1939. The Internal Revenue Code of 1954, however, determines 
the beneficiary's tax liability for a taxable year of the beneficiary to 
which such Code applies, with respect even to gross income of the 
beneficiary determined under the Internal Revenue Code of 1939 in 
accordance with this paragraph. Accordingly, the beneficiary is 
allowed credits and deductions pursuant to the Internal Revenue 
Code of 1954 for a taxable year governed by the Internal Revenue 
Code of 1954. See subparagraph (2) of example (1) in paragraph 
(c) of this section. . .. . _ _ 

(b) For purposes of determining the time of receipt of dividends 
under sections 34 and 116, the dividends paid, credited, or to be dis- 
tributed to a beneficiary are deemed to have been received by the 
beneficiary ratably on the same dates that the dividends were received 
by the estate or trust. 


§ 1.683-2(b) 



(c) The application of this section may be illustrated by the follow- 
ing examples : 

Example ( 1 ). (i) A trust, reporting on the fiscal year basis, 

receives in its taxable year ending November 30, 1954, dividends on 
December 8, 1953, and April 3, July 5, and October 4, 1954. It 
distributes the dividends to A, its sole beneficiary (who reports on 
the calendar year basis) on November 30, 1954. Since the trust has 
received dividends in a taxable year ending after July* 31, 1954, it 
will receive a dividend credit under section 34 with respect to 
dividends received which otherwise qualify under that section, in 
this case dividends received on October 4, 1954 (i. e., received after 
July 31, 1954). See section 7851(a) (1) (C). This credit, however, 
is reduced to the extent the dividends are allocable to the beneficiary 
as a result of income being paid, credited, or required to be distrib- 
uted to him. The trust will also be permitted the dividend exclu- 
sion under section 116, since it received its dividends in a taxable 
year ending after July 31, 1954. 

(ii) A is entitled to the section 34 credit with repsect to the por- 
tion of the October 4, 1954, dividends which is distributed to him 
even though the determination of whether the amount distributed 
to him is includible in his gross income is made under the 1939 Code. 
The credit allowable to the trust is reduced proportionately to the 
extent A is deemed to have received the October 4 dividends. A is 
not entitled to a credit with respect to the dividends received by 
the trust on December 3, 1953, and April 3, and July 5, 1954, because, 
although he receives after July 31, 1954, the distribution resulting 
fromThe trust’s receipt of dividends, he is deemed to have received 
the dividends ratably with the trust on dates prior to July 31, 1954. 
In determining the exclusion under section 116 to which he is en- 
titled, all the dividends received by the trust in 1954 and distributed 
to him are aggregated with any other dividends received by him 
in 1954, since he is deemed to have received such dividends in 1954 
and thereafter within a taxable year ending after July 31, 1954. 
He is not, however, entitled to the exclusion for the dividends 
received by the trust in December 1953. 

Example (£). (i) A simple trust reports on the basis of a fiscal 
year ending July 31. It receives dividends on October 3, 1953, and 
January 4, April 3,. and July 5, 1954. It distributes the dividends 
to A, its sole beneficiary, on September 1, 1954. The trust, receiving 
dividends in a taxable ^ear ending prior to August 17, 1954, is 
entitled neither to the dividend received credit under section 34 nor 
the dividend exclusion under section 116. 

(ii) A (reporting on the calendar year basis) is not entitled to 
the section 34^ credit, because, although he receives after July 31, 
1954, the distribution resulting from the trust’s receipt of dividends, 
he is deemed to have received the dividends ratably with the trust, 
that is, on October 3, 1953, and January 4, April 3, and July 5, 1954. 
He is, however, entitled to the section 116 exclusion with respect to 
the dividends received by the trust in 1954 (along with other divi- 
dends received by him in 1954) and distributed to him, since he is 
deemed to have received such dividends on J anuary 4, April 3, and 
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July. 5, 1954, each a date In his taxable year ending after July 31, 
1954. He is entitled to no exclusion for the dividends received by 
the trust on October 3, 1953, since he is deemed to receive the result- 
ing distribution on the same date, which falls within a taxable year 
of his which ends before August 1, 1954, although he is required to 
include the October 1953 dividends in his 1954 income. See section 
164 of the Internal Revenue Code of 1939. 

Example (J). A simple trust on a fiscal year ending July 31, 
1954, receives dividends August 5 and November 4, 1953. It dis- 
tributes the dividends to A, its sole beneficiary (who is on a calendar 
year basis) , on September 1, 1954. Neither the trust nor A is entitled 
to a credit under section 34 or an exclusion under section 116. 

§ 1.683-3 Application of the 65-Day Bule of the Internal Rev- 
entte^Code of 1939. — If an amount is paid, credited, or to be distrib-: 
uted in the first 65 clays of the first taxable year of an estate or trust 
(heretofore subject to the provisions of the Internal Bevenue Code 
of 1939) to which the Internal Bevenue Code of 1954 applies and 
the amount would be- treated, if the Internal Revenue Code of 1939 
were applicable, as if paid, credited, or to be distributed on the last 
day of the preceding taxable year, sections 641. through 682 do not 
apply to the amount The amount so paid, credited, or to be distrib- 
uted is taken into account as provided in the Internal Revenue Code 
of 1939. See § 39.162-2 (c) and (d) of Regulations 118 (26 CFI1 
(1939) 39.162-2 (c) and (d) ). 

Partners and Partnerships 
DEFINITIONS 

§1.761-1 Terms Defined. — (a) Partnership . — (1) In general.— 

[Subparagraph (2) of § 1.761-1 (a) as set forth in the previously issued pamph- 
let in this series (Publication No. 329-1) was deleted by T. I). 6198 and the 
following provisions inserted in lieu thereof.] 

(2) Exclusion of certain partnerships from provisions of subchapter 
K. — (i) In general . — Under conditions set forth in this paragraph, an 
unincorporated organization described in subdivision (ii) or (iii) of 
this subparagraph may be excluded from the application of all or a 
part of the provisions of subchapter K. Such organization must be 
availed of for investment purposes only and not for the active conduct 
of a business, or for the joint production, extraction, or use of property, 
but not for the purpose of selling services or property produced or 
extracted. The members of such organization must be able to compute 
their income without the necessity of computing partnership^ taxable 
income. Any syndicate, group, pool, or joint venture which is classi- 
fiable as an association, or any group operating under an agreement 
which creates an organization classifiable as an association, does not fall 
within these provisions. 

(ii) Investing partnership. — Where the participants in the joint, 
purchase, retention, sale, or exchange of investment property— 

(a) Own the property as eoowners, 

(b) Reserve the right separately to take or dispose of their shares 
of any property acquired or retained, and 
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(c) Do not actively conduct business or irrevocably authorize 
some person or persons acting in a representative capacity to pur- 
chase, sell, or exchange such investment property, although each sep- 
arate participant may delegate authority to purchase, sell, or ex- 
change his share of any such investment property for the time being 
for his account, but not for a period of more than a year, then 

such group may be excluded from the application of the provisions of 
subchapter K under the rules set forth in subdivision (iv) of this 
subparagraph. 

(iii) Operating agreements . — Where the participants in the joint 
production, extraction, or use of property — 

(a) Own the property as coowners, either in fee or under lease or 
other form of contract granting exclusive operating rights, and 

( b ) Reserve the right separately to take in kind or dispose of their 
shares of any property produced, extracted, or used, and 

(c) Do not jointly sell services or the property produced or 
extracted, although each separate participant may delegate au- 
thority to sell his share of the property produced or extracted for 
the time being for his account, but not for a period of time in excess 
of the minimum needs of the industry, and in no event for more 
than one year, then 

such group may be excluded from the application of the provisions 
of subchapter K under the rules set forth in subdivision (iv) of this 
subparagraph. However, the preceding sentence does not apply to 
any unincorporated organization one of whose principal purposes is 
cycling, manufacturing, or processing for persons who are not 
members of the organization. 

(iv) Method of election . — (a) Complete exclusion from sub chapter 
K . — Any unincorporated organization described in subdivisions (i) 
and (ii) or (iii) of this subparagraph which wishes to be excluded 
from all of subchapter K must make the election provided in section 
761(a) in a statement attached to a properly executed partnership re- 
turn,^ Form 1065, which shall contain the information required in this 
subdivision.^ Such return shall be filed with the district director for 
the district in which the organization has its principal office or place 
of business. For the purpose of determining the district in which the 
organization has its principal office or place of business, the principal 
office or place of business of the operator shall be considered the 
principal office or place of business of the organization, unless the per- 
son filing for the organization is not the operator, in which case, the 
principal office or place pf business of the person filing the return shall 
be considered the principal office or place of business of the organiza- 
tion. For the first year with respect to which such unincorporated or- 
ganization wishes to be excluded from subchapter K, its partnership 
return shall contain, in lieu of the information required by Form 1065 
and by the instructions relating thereto, only the name or other identi- 
fication and the address of the organization. The statement attached 
to the return shall include the names and addresses of all the members 
of the organization; a^ statement that the organization qualifies under 
subdivisions (i) and either (ii) or (iii) of this subparagraph, a state- 
ment that all of the members of the organization elect that it be ex- 

§ L761-l(a) (2) (iii) 



397 


eluded from all of subchapter K : and a statement indicating where a 
copy of the agreement under which the organization operates is avail- 
able (or if the agreement is oral, from whom the provisions of the 
agreement may be obtained) . Unless within 90 days after the forma- 
tion of the organization (or by October 15, 1956, whichever is later) 
any member of the organization notifies the Commissioner that the 
member desires subcliapter K to apply to such organization, and also 
advises the Commissioner that he has so notified all other members of 
the organization by registered or certified mail, the election to be 
excluded will be effective. Such election is irrevocable as long as the 
organization remains qualified under subdivisions (i) and either (ii) 
or (iii) of this subparagraph, or unless approval of revocation of the 
election is secured from the Commissioner. Application for permis- 
sion to revoke the election must be submitted to the Commissioner of 
Internal Revenue, Attention: T: R, Washington, D. C., no later than 
30 days after the beginning of the first taxable year to which the 
revocation is to apply. An unincorporated organization need not file 
an election to be excluded under section 761 for the first year of its 
existence but may do so at the time of filing the return for any taxable 
year for which exclusion from subchapter K is desired. Such unin- 
corporated organization shall file a partnership return for the first 
taxable year in w T hich the participants by a formal agreement under- 
take to engage in joint operations, or in the absence of a formal agree- 
ment for the first taxable year in which the participants with respect 
to the joint use of property jointly make or incur any expenditures 
treated as deductions for Federal income tax purposes, whether or not 
electing to be excluded from the provisions of subchapter K. Where 
no annual accounting period has been adopted by such unincorporated 
organization, its taxable year shall be the calendar year in accordance 
with section 441 ( g) . 

(b) Partial exclusion from subchapter K— An unincorporated or- 
ganization which wishes to be excluded from only certain sections of 
subchapter K must submit to the Commissioner, no later than 90 days 
after the beginning of the first taxable year for which partial exclusion 
is desired, a request for permission to be excluded from certain provi- 
sions of subchapter Iv. The request shall set forth the sections of 
subchapter K from which exclusion js sought and shall state that such 
organization qualifies under subdivisions (i) and either (ii) or (in) 
of this subparagrph, and tbat the members of the organization elect to 
be excluded to the extent indicated. Such exclusion shall be effective 
only upon approval of the election by the Commissioner and subject 
to the conditions he may impose. 

(v) Information to be filed by organizations excluded under section 
An organization which elects under subdivision (iv)(a) 
of this subparagraph to be excluded from all of subchapter K shall 
file the following : 

(1) For the first taxable year for which it wishes to be excluded : 

a partnership return, as provided in subdivision (iv) (a) of this 

subparagraph; . , . . . , i i 

(£) For each subsequent taxable year for vrhich it is excluded: 

Form 1096 for the organization and a Form 1099 for each person 

416926"— 57 26 § 1.761-l(a) (2) (v) 
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who was a member of the organization during any part of the 
calendar year. Form 1099 shall show the name and address of 
the organization (under “By Whom Paid”). In lieu of “Kind 
and Amount of Income Paid,” each Form 1099 shall state “Filed 
under section 761(a)” and the principal activity of the organiza- 
tion. Forms 1096 and 1099 shall be filed with the Commissioner 
of Internal Revenue, Midwest Service Center, Kansas City, 
Missouri. 

(b) Organizations partially excluded from subchapter K shall 
file partnership returns containing such information as the Com- 
missioner may require upon the granting of the partial exclusion 

under section 761(a). 


Insurance Companies 
LIFE INSURANCE COMPANIES 

§ 1.801 Statutory Provisions ; Life Insurance Companies ; 
Definition of Life Insurance Company. 

SEC. SOI. DEFINITION OF LIFE INSURANCE COMPANY. 

For purposes of this subtitle, the term “life insurance company” means 
an insurance company which is engaged in the business of issuing life 
insurance and annuity contracts (either separately or combined with health 
and accident insurance), or noncancellable contracts of health and accident 
insurance, if its life insurance reserves (as defined in section 803(b)), plus 
unearned premiums and unpaid losses on noncancellable life, health, or 
accident policies not included in life insurance reserves, comprise more than 
•50 percent of its total reserves. For purposes of this section, the term 
“total reserves” means life insurance reserves, unearned premiums and 
unpaid losses not included in life insurance reserves, and all other insurance 
reserves required by law. A burial or funeral benefit insurance company 
engaged directly in the manufacture of funeral supplies or the performance 
of funeral services shall not be taxable under section 802 but shall be 
taxable under section 821 or section 831. 

§ 1.801-1 Definitions. — (a) Life insurance company . — The term 
u iife insurance company” as used in subtitle A is defined in section 801, 
For the purpose of determining whether a company is a “life insurance 
company” within the meaning of that term as used in section 801, it 
niust first be determined whether the company is taxable as an 
insurance company under the Internal Revenue Code. For the defi- 
nition of an “insurance company,” see paragraph (b) of this section. 
In determining whether an insurance company is a life insurance com- 
pany, the life insurance reserves (as defined in section 803(b)) plus 
any unearned premiums and unpaid losses on noncancellable life, 
health, or accident policies, not included in “life insurance reserves” 
must comprise more than 50 percent of its total reserves (as defined 
iii section 801). An insurance company writing only noncancellable 
life, health, or accident policies and having no “life insurance re- 
serves” may qualify as a life insurance company if its unearned 
premiums and unpaid losses on such policies comprise more than 50 
percent of its total reserves. A noncancellable insurance policy 
means a contract which the insurance company is under an obligation 
to renew or continue at a specified premium and with respect to which 
au*eserve in addition to the unearned premium must be carried to cover 
that obligation. For the purpose of the preceding sentence, the 

§1.801 



399 


term “unearned premium 55 means the amount which will cover the 
cost of carrying the insurance risk for the period for which the 
premium has been paid in advance. A burial or funeral benefit insur- 
ance company qualifying as a life insuance company engaged directly 
in the manufacture of funeral supplies or the performance of funeral 
services will be taxable under section 821 or section 831 as an insurance 
company other than life. 

(b) Insurance companies . — (1) Insurance companies include both 
stock and mutual companies, as well as mutual benefit insurance 
companies. A voluntary unincorporated association of employees 
formed for the purpose of relieving sick and aged members and the 
dependents of deceased members is an insurance, company, whether 
the funds for such purpose is created wholly by membership dues or 
partly by contributions from the employer. A corporation which 
merely sets aside a fund for the insurance of its employees is not 
required to file a separate return for such fund, but the income there- 
from shall be included in the return of the corporation. 

(2) Though its name, charter powers, and subjection to State insur- 
ance laws are significant in determining the business which a corpora- 
tion is authorized and intends to carry on, the character of the business 
actually done in the taxable year determines whether it is taxable as an 
insurance company under the Internal Revenue Code. For example, 
during the year 1954 the M Corporation, incorporated under the 
insurance laws of the State of R, carried on the business of lending 
money in addition to guaranteeing the payment of principal and in- 
terest of mortgage loans. Of its total income for the year, one-third 
was derived from its insurance business of guaranteeing the payment 
of principal and interest of mortgage loans and two-thirds was derived 
from its noninsurance business of lending money. . The M Corporation 
is not an insurance company for the year 1954 within the meaning of 
the Code and the regulations thereunder. 

§ 1.802(b) Statutory Provisions; Lite Insurance Companies; 
Imposition of Tax. 

SEC. 802. IMPOSITION OF TAX. * * * 

(b) Taxable Years Beginning in 1954. — In lieu of tbe tax Imposed by 
subsection (a) there sball be imposed, for taxable years beginning in 1954, 
on tbe 1954 life insurance company taxable income ( as defined in section 805) 
of every life insurance company a tax equal to tbe sum of tbe following : 

(1) 3% percent of tbe amount thereof not in excess of $200,000, plus 

(2) 6% percent of tbe amount thereof in excess of $200,000. 

§ 1.802 (b)-l Tax on Life Insurance Companies. — (a) For tax- 
able years beginning after December 31, 1953, but before January 1, 
1955, and ending after August 16, 1954, section 802(b) imposes a 
tax on the 1954 life insurance company taxable^ income of all life 
insurance companies (including a foreign life insurance company 
carrying on a life insurance business within the United States if with 
respect to its United States business it would qualify as a life insurance 
company under section 801). Tbe tax so imposed is equal to 3% 
percent of the amount of such income not in excess of J>200,000, plus 
6*4 percent of the amount of such income in excess of $200,000. For 
the definition of the term “1954 life insurance company taxable in- 
come, 55 see § 1.805-1. 
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(b) The taxable income of life insurance companies differs from 
the taxable income of other corporations. . See section 803. Life in- 
surance companies are entitled, in computing life insurance company 
taxable income, to the special deductions provided in part VIII* of 
subehapter B (except section 248). The gross income, the deduction 
under section 803(g) (1) for wholly tax-exempt interest, and the de- 
duction under section 242 for partially tax-exempt- interest, are de- 
creased by the appropriate amortization of premium and increased 
by the appropriate accrual of discount attributable to. the taxable 
year on bonds, notes, debentures, or other evidences, of indebtedness 
held by a life insurance company. See section 803 (i) and § 1.803-6. 
Such companies are not subject to the provisions of subchapter P (sec- 
tion 1201 and following, relating to capital gains and losses) nor to 
the provisions of section 171 (amortizable bond premium). 

(c) All provisions of the Internal Revenue Code and of the regula- 
tions in this part not inconsistent with the specific provisions of sections 
801 to 807, inclusive, are applicable to the assessment and collection 
of the tax imposed by section 802, and life insurance companies are 
subject to the same penalties as are provided in the case of returns 
and payment of income tax by other corporations. The return shall 
beonFormll20L. 

(d) Foreign life insurance companies not carrying on ail insurance 
business within the United States are not taxable under section 802, 
but are taxable as other foreign corporations. See section 881. 

§ 1.803 Statutory Provisions ; Life Insurance Companies ; 
Other Definitions and Rut.es. 

SEC. 803. OTHER DEFINITIONS AND RULES. 

(a) Application of Section ; Gross Income. — 

(I) Application. — The definitions and rules contained in this section 
shall apply only in the case of life insurance companies. 

( 2) Gross income. — The term “gross income” means the gross amount 
of income received or accrued during the taxable year from interest, 
dividends, and rents. 

(b) Life Insurance Reserves. — The term “life insurance reserves” means 
amounts which are computed or estimated on the basis of recognized mor- 
tality or morbidity tables and assumed rates of interest, and which are set 
aside to mature or liquidate, either by payment or reinsurance, future un- 
aeerued claims arising from life insurance, annuity, and noneancellable 
health and accident insurance contracts (including life insurance or annuity 
contracts combined with noneancellable health and accident insurance) in- 
volving, at the time with respect to which the reserve is computed, life, health, 
or accident contingencies. Such life insurance reserves, except in the case 
of policies covering life, health, and accident insurance combined in one 
policy issued on the weekly premium payment plan, continuing for life and 
not subject to cancellation and except as hereinafter provided in the ease of 
assessment life insurance, must also be required by law. In the case of an 
assessment life insurance company or association, the term “life insurance 
reserves” includes sums actually deposited by such company or association 
with State or Territorial officers pursuant to law as guaranty or reserve 
funds, and any funds maintained, under the charter or articles of incorpora- 
tion or association (or bylaws approved by a State insurance commissioner) 
of such company or association, exclusively for the payment of claims arising 
under certificates of membership or policies issued on the assessment plan 
and not subject to any other use. 

(e) Adjusted Reserves. — The term “adjusted reserves” means life insur- 
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ance reserves plus 7 percent of that portion of such reserves as are computed 
on a preliminary term basis. 

* =fe sfs sje $ * * 

(e) Reserve for Deferred Dividends. — The term “reserve for deferred 
dividends’* means sums held at the end of the taxable year as a reserve for 
dividends (other than dividends payable during the year following the 
taxable year) the payment of which is deferred for a period of not less than 
5 years from the date of the policy contract. 

(f) Interest Paid. — The term “interest paid” means — 

(1) All interest paid or accrued within the taxable year on indebted- 
ness, except on indebtedness incurred or continued to purchase or carry 
obligations (other than obligations of the United States issued after 
September 24, 1917, and originally subscribed for by the taxpayer) the 
interest upon which is wholly exempt from taxation under this chapter, 
and 

(2) All amounts in the nature of interest, whether or not guaranteed, 
paid or accrued within the taxable year on insurance or annuity con- 
tracts (or contracts arising out of insurance or annuity contracts) which 
do not involve, at the time of payment or accrual, life, health, or accident 


contingencies. 

(g) Taxab le Income. — The term “taxable income” means the gross income 
less the following deductions : 

(1) Tax-f ree interest. — The amount of interest received or accrued 
during the taxable year which under section 103 is excluded from gross 
income. 

(2) Investment expenses. — Investment expenses paid or incurred 
during the taxable year. If any general expenses are in pari assigned 
to or included in the investment expenses, the total deduction under this 
paragraph shall not exceed one-fourth of 1 percent of the mean of the 
hook value of the invested assets held at the beginning and end of the 
taxable year plus one-fourth of the amount by which taxable income 
(computed without any deduction for investment expenses allowed by 
this paragraph, for tax-free interest allowed by paragraph (1), or for 
partially tax-exempt interest and dividends received allowed by para- 
graph (5)) exceeds 3% percent of the book value of the mean of the 
invested assets held at the beginning and end of the taxable year. 

(3 ) R e at. estate expenses. — Taxes and other expenses paid or accrued 
during the taxable year exclusively on or with respect to the real estate 
owned by the company, not including taxes assessed against local bene- 
fits of a kind tending to increase the value of the property assessed, and 
not including any amount paid out for new buildings, or for permanent 
improvements or betterments made to increase the value of any property. 
The deduction allowed by this paragraph shall be allowed in the ease of 
taxes imposed on a shareholder of a company on his interest as share- 
holder, which are paid or accrued by the company without reimbursement 
from the shareholder, but in such cases no deduction shall be allowed 
the shareholder for the amount of such taxes. 

(4) Depreciation. — The depreciation deduction allowed by section 


1S7 

(5) Special deductions. — The special deductions allowed by part VIII 
of subchapter R (except section 248). 

(h) Rental Value of Real Estate.— The deduction under subsection 
(s) (3) and (4) on account of any real estate owned and occupied in whole 
or in part by a life insurance company shall he limited to an amount which 
hears the same ratio to such deduction (computed without regard to this sub- 
section) as the rental value of the space not so occupied bears to the rental 
value of the entire property. 

(i) Amortization of Premium and Accrual of Discount. — The gross 
income, the deduction provided in subsection (g)(1), and the deduction 
allowed by section 242 (relating to partially tax-exempt interest) shall each 
be decreased to reflect the appropriate amortization of premium 

to reflect the appropriate accrual of discount attributable to the taxable year 
on bonds, notes, debentures, or other evidences of indebtedness held by a life 
insurance company. Such amortization and accrual shall he determined 
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(1) in accordance with the method regularly employed by such com- 
pany, if such method is reasonable, and 

(2) in all other cases, in accordance with regulations prescribed by 
the Secretary or his delegate. 

(j) Double Deductions. — Nothing in this part shall permit the same item 

to he deducted more than once. 

§1.803-1 Life Insurance Reserves. — (a) The term “life .insur- 
ance reserves 7 ' is defined in section 803(b). Generally, such reserves, 
as in the case of level premium life insurance, are held to supplement 
the future premium receipts when the latter, alone, are insufficient to 
cover the increased risk in the later years. In the case of cancellable 
health and accident policies and similar cancellable contracts, the 
unearned premiums held to cover the risk for the unexpired period 
covered by the premiums are not included in life insurance reserves. 
Unpaid loss reserves for noncancellable health and accident policies 
are included in life insurance reserves if they are computed or esti- 
mated on the basis of recognized mortality or morbidity tables and 
assumed rates of interest. 

(b) In the case of an assessment life insurance company or associa- 
tion, life insurance reserves include sums actually deposited by such 
company or association with State or Territorial officers pursuant to 
law as guaranty or reserve funds, and any funds maintained under 
the charter or articles of incorporation or association of such company 
or association, or bylaws (approved by the State insurance commis- 
sioner) of such company or association, exclusively for the payment 
of claims arising under certificates of membership or policies issued 
upon the assessment plan and not subject to any other use. 

(c) Life insurance reserves, except as otherwise provided in section 
803(b), must be required by law either by express statutory provisions 
or by rules and regulations of the insurance department of a State, 
Territory, or the District of Columbia when promulgated in the exer- 
cise of a power conferred by statute, but such requirement, without 
more, is not conclusive; for example, life insurance reserves do not 
include reserves required to be maintained to provide for the ordinary 
running expenses of a business which must be currently paid by every 
company from .its income if its business is to continue, such as taxes, 
salaries, and unpaid brokerage; nor do they include the net value of 
risks reinsured in other solvent companies; liability for premiums 
paid in advance ; liability for annual and deferred dividends declared 
or apportioned; liability for dividends left on deposit at interest; 
liability for accrued but unsettled policy claims whether known or 
unreported ; liability for supplementary contracts not involving, at 
the time with respect to which the liability is computed, life, health 
or accident contingencies. 

(d) In any case where reserves are claimed, sufficient information 
must be filed with the return to enable the district director to deter- 
mine the validity of the claim. Only reserves which are required by 
law or insurance department ruling, which are peculiar to insurance 
companies, and which are dependent upon interest earnings for their 
maintenance will, except as otherwise specifically provided in section 
S03(b), be considered as life insurance reserves. A company is per- 
mitted to make use of the highest aggregate reserve required by any 
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State or Territory or the District of Columbia in which it transacts 
business, but the reserve must have been actually held. 

(e) In the case of life insurance companies issuing policies cover- 
ing life, health, and accident insurance combined in one policy issued 
on the weekly premium payment plan, continuing for life and not 
subject to cancellation, it is required that reserve funds thereon be 
based upon recognized mortality or morbidity tables covering dis- 
ability benefits of the kind contained in policies issued by this particu- 
lar class of companies but they need not be required by law. 

§ 1.803-2 Adjusted Reserves. — For the purpose of determining 
“required interest” for taxable years beginning after December 31, 
1953, but before January 1 , 1955, and ending after August 16, 1954, 
certain reserves computed on a preliminary term method are to be 
adjusted by increasing such reserves by seven percent. The reserves 
to be thus adjusted are reserves computed on preliminary term 
methods, such as the Illinois Standard, or the Select and Ultimate 
methods. Only reserves on policies in the modification period are to 
be so adjusted. Where reserves under a preliminary term method 
are the same as on the level premium method, and in the case of re- 
serves for extended or paid-up insurance, no adjustment is to be made. 
The reserves as thus adjusted, and the rate of interest on which they 
are computed, should be reported in Schedule A, Form 1120L. 

§ 1.803-3 Interest Paid or Accrued. — Interest paid or accrued 
is one of the elements to be used in computing the amount of Required 
interest” for purposes of determining the reserve interest credit pro- 
vided in section 805. See § 1.805-1. Interest paid or accrued consists 
of (a) interest paid or accrued on indebtedness (except indebtedness 
incurred or continued to purchase or carry tax-exempt securities as 
set forth in section 803(f)(1)) and (b) amounts in the nature of 
interest paid or accrued on certain contracts, as provided in section 
803(f) (2). Interest on indebtedness includes interest on dividends 
held on deposit and surrendered during the taxable year but does not 
include interest paid or accrued on deferred dividends. Life insur- 
ance reserves as defined in § 1.803-1 are not indebtedness. Dividends 
left with the company to accumulate at interest are a debt and not a 
reserve liability. Amounts in the nature of interest include so-called 
excess- interest dividends as well as guaranteed interest paid or accrued 
within the taxable year on insurance or annuity contracts (or con- 
tracts arising out of insurance or annuity contracts) which, at the 
time of payment, do not involve life, health, or accident contingencies. 
It is immaterial whether the optional mode of settlement specified in 
the insurance or annuity contract arises from an option exercised by 
the i ns ured during his or her lifetime or from an option exercised by 
a beneficiary after the policy has matured, frequently referred to as a 
supplementary contract not involving life contingencies; for example, 
a contract to pay the insurance benefit in 10 annual installments. No 
distinction is made based on the person choosing the method of pay- 
ment, and the full amount of the interest paid or accrued and not 
merely the guaranteed interest is considered as interest paid or 
accrued. 
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§ 1.803-4 Taxable Income and Deductions. — (a) In general — 
The taxable income of a life insurance company is its gross amount 
of income received or accrued during the taxable year from interest, 
dividends, and rents, less the deductions provided in section 803(g) 
for wholly tax-exempt interest, investment expenses, real estate ex- 
penses, depreciation, and the special deductions provided in paid VIII 
of subehapter B (except section 248). In addition to the limitations 
on deductions relating to real estate owned and occupied by a life 
insurance company provided in section 803(h), the limitations on the 
adjustment for amortization of premium and accrual of discount pro- 
vided in section 803 (i), and the limitation on the deduction for 
investment expenses where general expenses are allocated to invest- 
ment income provided in section 803(g) (2), life insurance companies 
are subject to the limitations on deductions. relating to wholly tax- 
exempt income provided in section 265. Life insurance companies 
are not entitled to the net operating loss deduction provided in sec- 
tion 172. 

(b) Wholly tax-exempt interest . — Interest which in the case of 
other taxpayers is excluded from gross income by section 103 but 
included in the gross income of a life insurance company by section 
803(a)(2) is allowed as a deduction from gross income by section 
803(g)(1). 

(c) Investment expenses . — (1) As used in the Internal Revenue 
Code, the term “general expenses’ 7 means any expense paid or incurred 
for the benefit of more than one department of the company rather 
than for the benefit of a particular department thereof. Any assign- 
ment of such expense to the investment, department of the company 
f or which a deduction is claimed under section 803(g) (2) subjects the 
entire deduction for investment expenses to the limitation provided 
in that section. The accounting procedure employed is not conclusive 
as to whether any assignment has in fact been made. Investment 
expenses do not include Federal income and excess profits taxes. 

(2) If no general expenses are assigned to or included in investment 
expenses the. deduction may consist of investment expenses paid or 
incurred during the taxable year in which case an itemized schedule of 
such expenses must be appended to the return. 

(S) Invested assets for the purpose of section 803(g) (2) and this 
section are those which are owned and used, and to the extent used, for 
the purpose of producing the income specified in section 803(a) (2). 
They do not include real estate owned and occupied, and to the extent 
owned and occupied , by the company. If general expenses are 
assigned to or included in investment expenses, the maximum allowance 
will not be granted unless it is shown to the satisfaction of the district 
director that such allowance is justified by a reasonable assignment 
of actual expenses. 

(d) Taxes and expenses with respect to real estate . — The deduction 
for taxes and expenses under section 803(g)(3) includes taxes and 
expenses paid or accrued during the taxable year exclusively upon 
or with respect to real estate owned by the company and any sum 
representing taxes imposed upon a shareholder of the company upon 
his interest as shareholder which is paid or accrued by the company 
without reimbursement from the shareholder. No deduction shall 
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be allowed, however, for taxes, expenses, and depreciation upon or with 
respect to any real estate owned by the company except to the extent 
used for the purpose of producing investment income. See para- 
graph (c) of this section. As to real estate owned and occupied by 
the company, see § 1.803-5. 

(e) Depreciation . — The deduction allowed for depreciation is, ex- 
cept as provided in section 803(h), identical with that allowed other 
corporations by section 167. The amount allowed by section 167 in 
the case of life insurance companies is limited to depreciation sustained 
on the property used, and to the extent used, for the purpose of pro- 
ducing the income specified in section 803(a) (2). 

§ 1.803-5 Keal Estate Owxed axd Occupied.— The amount allow- 
able as a deduction for taxes, expenses, and depreciation upon or with 
respect to any real estate owned and occupied in whole or in part by 
a life insurance company is limited to an amount which bears the same 
ratio to such deduction (computed without regard to this limitation) 
as the rental value of the space not so occupied bears to i::e rental 
value of the entire property. For example, if the rental value of the 
space not occupied by the company is equal to one-half of the rental 
value of the entire property, the deduction for taxes, expenses, and 
depreciation is one-half of the taxes, expenses, and depreciation on 
account of the entire property. Where a deduction is claimed as 
provided in this section, the parts of the property occupied and the 
parts not occupied by the company, together with the respective 
rental values thereof, must be shown in a statement accompanying the 
return. 

§ 1.803-6 A m ortization of Premium axd Accrual of Discouxt. — 
(a) Section 803 (i) provides for certain adjustments on account of 
amortization of premium and accrual of discount on bonds, notes, 
debentures, or other evidences of indebtedness held by a life insurance 
company. Such adjustments are limited to the amount of appropriate 
amortization or accrual attributable to the taxable year with respect 
to such securities which are not in default as to principal or interest 
and which are amply secured. The question of ample security will 
be resolved according to the rules laid down from time to time by 
the National Association of Insurance Commissioners. The adjust- 
ment for amortization of premium decreases, and for accrual of dis- 
count increases, (1) the gross income, (2) the deduction for wholly 
tax-exempt interest, and (3) the deduction for partially tax-exempt 
interest. w . . 

(b) The premium for any such security is the excess of its acquisi- 
tion value over its maturity value and the discount is the excess of its 
maturity value over its acquisition value. The acquisition value of 
any such security is its cost (including buying commissions or broker- 
age but excluding any amounts paid for accrued interest) if purchased 
for cash, or if not purchased for cash, then its fair market value. 
The maturity value of any such security is the amount payable there- 
under either at the maturity date or an earlier call date. The earlier 
call date of any such security may be the earliest call date specified 
therein as a day certain, the earliest interest payment date if it is 
callable or payable at such date, the earliest date at which it is callable 
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at par, or such other call or payment date, prior to maturity, specified 
in the security as may be selected by the life insurance company. A 
life insurance company which adjusts amortization of premium or 
accrual of discount with reference to a particular call or payment date 
must make the adjustments with reference to tlie value on such date 
and may not, after selecting such date, use a different call or payment- 
date, or value, in the calculation of such amortization or discount with 
respect to such security unless the security was not in fact called or 
paid on such selected date. 

(c) The adjustments for amortization of premium and accrual of 
discount will be determined — 

(1) According to the method regularly employed by the com- 
pany, if such method is reasonable, or 

(2) According to the method prescribed by this section. 

A method of amortization of premium or accrual of discount will be 
deemed “regularly employed” by a life insurance company if the 
method was consistently followed in prior taxable years, or if, in the 
case of a company which has never before made such adjustments, the 
company initiates in the first taxable year for which the adjustments 
are made a reasonable method of amortization of premium or accrual 
of discount and consistently follows such method thereafter. _ Ordi- 
narily", a company regularly employs a method in accordance with the 
statute of some State, Territory, or the District of Columbia, in which 
it operates. 

(d) The method of amortization and accrual prescribed by this 
section is as follows : 

(1) The premium (or discount) shall be determined in accord- 
ance with this section ; and 

(2) The appropriate amortization of premium (or accrual of 
discount) attributable to the taxable year shall be an amount which 
bears the same ratio to the premium (or discount) as the number 
of months in the taxable year during which the security was owned 
by- the life insurance company bears to the number of months 
between the date of acquisition of the security and its maturity 
or earlier call date, determined in accordance with this section. 
For the purpose of this section, a fractional part of a month shall 
be disregarded unless it amounts to more than half a month, in 
which case it shall be considered as a month. 

§ 1.805 Statutory Provisions ; Lite Insurance Companies ; Lite 
Insurance Company Taxable Income. 

SEC. 805. 1054 LIFE INSURANCE COMPANY TAXABLE INCOME. 

(a) Definition. — For purposes of section 802(b), the term “1954 life 
insurance company taxable income” means the taxable income ( as defined in 
section 803(g)), plus 8 times the amount of the adjustment for certain re- 
serves provided in section 806, and minus the reserve interest credit, if any, 
provided in subsection (b) of this section. 

(b) Reserve Interest Credit. — For purposes of subsection (a), the re- 
serve interest credit shall be an amount determined as follows : 

(1) Divide the amount of the adjusted taxable income (as defined in 

subsection (c) by the amount of the required interest (as defined in 

Subsection (d) ). 
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(2) If t&e quotient obtained in paragraph (1) is 1.05 or more, the 
reserve interest credit shall be zero. 

(3) If the quotient obtained in paragraph (1) is 1.00 or less, the re- 
serve interest credit shall be an amount equal to 50 percent of the tax- 
able income. 

(4) If the quotient obtained in paragraph (1) is more than 1.00 but 
less than 1.05, the reserve interest credit shall be the amount obtained 
by multiplying the taxable income by 10 times the difference between the 
figures 1.05 and such quotient. 

(c) Adjusted Taxable Income. — For purposes of subsection (b)(1), the 
term “adjusted taxable income” means the taxable income (computed with- 
out the deductions provided in section 803(g) (1) or (5) ) minus 50 percent of 
the amount of the adjustment for certain reserves provided in section 800. 

(d) Required Interest. — For purposes of subsection (b)(1), the term 
“required interest” means the total of — 

(1) the sum of the amounts obtained by multiplying — 

(A) each rate of interest assumed in computing the taxpayer’s 
life insurance reserves by 

(B) the means of the amounts of the taxpayer’s adjusted reserves 
computed at that rate at the beginning and end of the taxable year, 

(2) 2 percent of the reserve for deferred dividends, and 

(3) interest paid. 

§ 1.805-1 Tax ox Life Insurance Companies in the Case of a 
Taxable Year Beginning in 1954. — (a) Section^ 80*2 (b) imposes a 
tax on the “1954 life insurance company taxable income" of all life 
insurance companies for taxable years beginning after December 31, 
1953, but before January 1, 1955, and ending after August 16, 1954. 
See paragraph (a) of § 1.802(b)-!. 

(b) For purposes of section 802(b), the term “1954 life insurance 
company taxable income” means the taxable income (consisting of 
income computed as provided in § 1.803-4) for the taxable year begin- 
ning in 1954 plus eight times the amount of the adjustment for certain 
reserves computed as provided in section 806 (see § 1.806-1 ) , and 
minus the reserve interest credit, if any, provided in section 805(b) 
(see § 1.805-2). 

§ 1.805-2 Reserve Interest Credit. — (a) In computing 1954 life 
insurance company taxable income, a reserve interest credit is allowed 
where the “adjusted taxable income” of the company is less than 105 
percent of its required interest. For the purpose of computing the 
reserve interest credit, the term “adjusted taxable income” means the 
taxable income of the company computed without the deductions pro- 
vided in section 803(g) (1) or (5), less 50 percent of the adjustment 
for certain reserves on contracts other than life insurance or annuity 
contracts provided in section 806. 

(b) The required interest for which a credit may be allowed con- 
sists of the total of — 

(1) The sum of amounts obtained by multiplying each rate of 
interest assumed in computing life insurance reserves (see section 
803(b) and § 1.803-1) by the means of the amounts of the adjusted 
reserves, as defined in section 803(c), computed at that rate at the 
beginning and the end of the taxable year ; 

(2) Two percent of the reserve for deferred dividends; and 

( 3 ) Interest paid or accrued. 

(c) To determine the amount of the reserve interest credit, it is 
necessary to divide the amount of the adjusted taxable income by the 

§ I.805-2(c) 



408 


amount of the required interest. If the adjusted taxable income is 
100 percent or less of the required interest, the reserve interest credit 
is an amount equal to 50 percent of the life insurance company taxable 
income. If the adjusted taxable income is 105 percent or more of the 
required interest, the reserve interest credit is zero. If the adjusted 
taxable income is more than 100 percent and less than 105 percent of 
the required interest, the reserve interest credit is computed by mul- 
tiplying the life insurance company taxable income by ten times the 
difference between 105 percent and the percentage established. Thus, 
if the adjusted taxable income of a life insurance company for the cal- 
endar year 1954 is $108,000 and the required interest for such year is 
sIoojXm. the adjusted taxable income is 103 percent of the required 
interest and the reserve interest, accordingly, is the life insurance 
company taxable income multiplied by 20 percent (10 times 2 percent, 
the difference between 105 percent and 103 percent) . 

(d) In determining the percentage of the adjusted taxable income 
to required interest for purposes of determining the reserve interest 
credit, the figures shall be computed to at least the nearest one-tenth 
of a percentage point. 

§ 1.806 Statutory Provisions; Life Insurance Companies; Ad- 
justment for Certain Reserves. 

SEC. 806. ADJUSTMENT FOR CERTAIN RESERVES. 

In the case of a life insurance company writing contracts other than life 
insurance or annuity contracts (either separately or combined with non- 
eaneellable health and accident insurance), the term “adjustment for certain 
reserves” means an amount equal to 3^£ percent of the unearned premiums 
and unpaid losses on such other contracts which are not included in life insur- 
ance reserves (as defined in section 803(b). For purposes of this section, 
such unearned premiums shall not be considered to be less than 25 percent 
of the net premiums written during the taxable year on such other contracts. 

§ 1.806-1 Adjustment for Certain Reserves. — (a) For taxable 
years beginning after December 81, 1953, but before January 1, 1955, 
and ending after August 16, 1954, a life insurance company writing 
contracts other than life insurance or annuity contracts (either sepa- 
rately or combined with non cancellable health and accident insurance 
contracts) must add to its life insurance company taxable income (as 
a factor in determining 19o4 adjusted taxable income) an amount 
equal to eight times the amount of the adjustment for certain reserves 
provided m paragraph (b) of this section. 

(b) The adjustment for certain reserves referred to in paragraph 
(a) of this section shall be an amount equal to 3% percent of the mean 
of the unearned premiums and unpaid losses at the beginning and end 
of the taxable year on such other contracts as are not included in life 
msuiance reserves. If such unearned premiums, however, are less 
than 2o percent of the net premiums written during the taxable year 
on such other contracts, then the adjustment shall be 3V 4 percent of 
2o percent of the net premiums written during the taxable year on such 
other contracts plus 3% percent of the mean of the unpaid losses at 
the beginning and end of the taxable year on such other contracts. As 
used in this section, the term “unearned premiums” has the same mean- 
ing as m section 832(b) (4) and § 1.832-1; 
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§ 1.807 Statutory Provisions; Life Insurance Companies; For- 
eign Life Insurance Companies. 


SEC. 807. FOREIGN LIFE INSURANCE COMPANIES. 

(a) Carrying on United States Insurance Business. — A fore: gn Life 
insurance company carrying on a life insurance business within The 
States, if with respect to its United States business it would qualify as a life 
insurance company under section 801, shall be taxable in the same manner as 
a domestic life insurance company ; except that the determinations necessary 
for purposes of this subtitle shall be made on the basis of the income, dis- 
bursements, assets, and liabilities reported in the annual statement for the 
taxable year of the United States business of such company on the form 
approved for life insurance companies by the National Association of 
Insurance Commissioners. 

<b) No United States Insurance Business. — Foreign life insurance 
companies not carrying on an insurance business within the United States 
shall not be taxable under this section but shall be taxable as other foreign 
corporations. 

§ 1.807-1 Foreign Life Insurance Companies— A foreign life 
insurance company carrying on a life insurance business within the 
United States, if with respect to its United States business it would 
qualify as a life insurance company under section 801, is taxable on 
its income received during the taxable year from interest ^dividends, 
and rents, from sources within and without the Uni ted States, per- 
taining to its United States business. Such a company is taxable in 
the same manner as a domestic life insurance company except that the 
determinations necessary for the purposes of subtitle A, such as gross 
income, the adjustment for certain reserves, deductions and limitations 
on deductions, amortization of premiums and accrual of discount, and 
the deductions allowed the company in part VIII of subchapter B, 
shall be made on the basis of the income, disbursements, assets, and 
liabilities reported in the annual statement for the taxable year of the 
United States business of such company on the form approved for life 
insurance companies by the National Association of Life Insurance 
Commissioners. This statement is presumed to reflect the income, dis- 
bursements, assets, and liabilities of the United States business, of the 
company and insofar as it is not inconsistent with the provisions of 
the Internal Revenue Code will be recognized and used as a basis for 
that purpose. 


MTTTTTAL INSURANCE COMPANIES (OTHER THAN LIFE OR MARINE OR FIRE 
INSURANCE COMPANIES ISSUING PERPETUAL POLICIES) 

8 1.821 Statutory Provisions; Tax on Mutual Insurance Com- 
panies (Other Than Life or Marine or Fire Insurance Companies 
Issuing Perpetual Policies) . 


SEC. 821. 


TAX ON MUTUAL INSURANCE .COMPANIES ( OTHER 
THAN LIFE OR MARINE OR FIRE INSURANCE COM- 
PANIES ISSUING PERPETUAL POLICIES). 

(a) Imposition of Tax on Mutual Companies Other Than Inter, 
insurers. — There shall be imposed for each taxable year on the income of 
every mutual insurance company (other than a life or a marine insurance 
company or a fire insurance company subject to the tjtxmwosea by ' 

831 and other than an interinsurer or reciprocal underwriter) a tax com 
nuted under paragraph (1) or paragraph (2), whichever is the greater. 

(1) If the mutual insurance company taxable income (computed 
without regard to the deduction provided in section 242 for partially 
tax-exempt interest) is over $3,000, a tax computed as follows. 
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(A) Normal tax. — 

i i) Taxable years beginning before April i, 1955. — In the 
ease of taxable years beginning before April 1, 1955, a normal 
tax of 30 percent of the mutual insurance company taxable 
income, or 60 percent of the amount by which such taxable 
income exceeds $3,000, whichever is the lesser ; 

* * * # * * Sfc 

(B) Surtax. — A surtax of 22 percent of the mutual insurance 
company taxable income (computed without regard to the deduction 
provided in section 242 for partially tax-exempt interest) in excess 
of $25,000. 

(2) If for the taxable year the gross amount of income from interest, 
dividends, rents, and net premiums, minus dividends to policyholders, 
minus the interest which under section 103 is excluded from gross 
income, exceeds $75,000, a tax equal to 1 percent of the amount so 
computed, or 2 percent of the excess of the amount so computed over 
$75,000, whichever is the lesser. 

( b) Imposition of Tax on Interinsurers. — In the case of every mutual 
insurance company which is an interinsurer or reciprocal underwriter 
f other than a life or a marine insurance company or a fire insurance com- 
pany subject to the tax imposed by section 831), if the mutual insurance 
company taxable income (computed as provided in subsection (a)(1)) is 
over $50,000, there shall be imposed for each taxable year on the mutual 
insurance company taxable income a tax computed as follows : 

(1) Normal tax. — 

(A) Taxable years beginning rofore April 1, 1955. — In the case 
of taxable years beginning before April 1, 1955, a normal tax of 30 
percent of the mutual insurance company taxable income, or 60 per- 
cent of the amount by which such taxable income exceeds $50,000, 
whichever is the lesser ; 

* * # * * * * 

(2) Surtax. — A surtax of 22 percent of the mutual insurance com- 
pany taxable income (computed as provided in subsection (a)(1)) in 
excess of $25,000, or 33 percent of the amount by which such taxable 
income exceeds $50,000, whichever is the lesser. 

( c*) Gross Amount Received, Over $75,000 But Less Than $125,000. — If 
the gross amount received during the taxable year from interest, dividends, 
rents, and premiums (including deposits and assessments) is over $75,000 
but less than $125,000, the tax imposed by subsection (a) or subsection (b), 
whichever applies, shall be reduced to an amount which bears the same 
proportion to the amount of the tax determined under such subsection as the 
excess over $75,000 of such gross amount received bears to $50,000. 

(d) No United States Insurance Business. — Foreign mutual insurance 
companies (other than a life or marine insurance company or a fire insur- 
ance company subject to the tax imposed by section 831) not carrying on an 
insurance business within the United States shall not be subject to this part 
but shall be taxable as other foreign corporations. 

(e) Alternative Tax on Capital Gains. — For alternative tax in case of 
capital gains, see section 1201 ( a ) . 

§ 1.821-1 Tax on Mutual Insurance Companies Other Than 
Life or Marine or Fire Insurance Companies Subject to the Tax 
Imposed by Section 831. — (a) In general. — (1) For taxable years 
beginning after December 31, 1953, 'but before January 1, 1955, and 
ending after August 16, 1954, all mutual insurance companies, in- 
cluding foreign insurance companies carrying on an insurance busi- 
ness within the United States, not taxable under section 801 or 831 
and not specifically exempt under the provisions of section 501 (c) (15), 
are subject to the tax imposed by section 821 on their investment 
income or on their gross income, whichever tax is the greater, except 
interinsurers and. reciprocal underwriters which are taxed only on 
their in vestment income. For the alternative tax, in lieu of the tax 
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imposed by section 821(a) or (b), where the net long-term capital 
gain for any taxable year exceeds the net short-term capital loss, see 
section 1201 ( a ) and the regulations thereunder. 

(2) The taxable income of mutual insurance companies subject to 
the tax imposed by section 821 differs from the taxable income of other 
corporations. . See section 821(a)(2) and section 822. Such com- 
panies are entitled, in computing mutual insurance company taxable 
income, to the deductions provided in part VIII of subchapter B 
(except section 248). The gross amount of income during the tax- 
able year from interest, the deduction under section 822(c) (1) for 
wholly tax-exempt interest, and the deduction under section 242 for 
partially tax-exempt interest, are decreased by the appropriate 
amortization of premium and increased by the appropriate accrual 
of discount attributable to the taxable year on bonds, notes, debentures 
or other evidences of indebtedness held by a mutual insurance com- 
pany subject to the tax imposed by section 821. See section 822 (d)(2) 
and §1.822-3. 

(3) All provisions of the Internal Eevenue Code and of the regu- 
lations in this part not inconsistent with the specific provisions of 
section 821 are applicable to the assessment and collection of the tax 
imposed by section 821 (a) or (b) and mutual insurance companies 
subject to the tax imposed by section 821 are subject to the same 
penalties as are provided in the case of returns and payment of income 
tax by other corporations. The return shall be on Form 1120M. 

(4) Foreign mutual insurance companies not carrying on an in- 
surance business within the United States are not taxable under sec- 
tion 821(a) or (b), but are taxable as other foreign corporations. 
See section 881. 

(5) Mutual insurance companies subject to the tax imposed by 
section 821, except interinsurers or reciprocal underwriters, with 
mutual insurance company taxable income (computed without regard 
to the deduction provided in section 242 for partially tax-exempt 
interest) of over $3,000 or with gross amounts of income from interest, 
dividends, rents, and net premiums (minus dividends to policyholders 
and wholly tax-exempt interest) in excess of $75,000, are subject to a 
tax computed under section 821(a)(1) or section 821(a) (2) which- 
ever is the greater. Interinsurers and reciprocal underwriters with 
mutual insurance company taxable income (computed without regard 
to the deduction provided in section 242 for partially tax-exempt 
interest) of over $50,000 are subject to a tax computed under section 
821(b). 

(b) Rates of tax. — (1) The normal tax under section 821(a)(1) 
(A) and 821 (b) (1), except as hereinafter indicated, is computed upon 
mutual insurance company taxable income for purposes of the normal 
tax at the rate of 30 percent. 

(2) The surtax under section 821(a) (1) (B) and 821(b) (2), except 
as hereinafter indicated, is computed on that portion of the mutual 
insurance company taxable income for purposes of the surtax in 
excess of $25,000 at the rate of 22 percent^ The tax under section 
821(a) (2), except as hereinafter indicated, is 1 percent of the gross 
amount of income from interest, dividends, rents, and net premiums, 
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minus dividends to policyholders and minus wholly tax-exempt 

interest. 

(3) Under section 821(a) (1) (A) companies with mutual insurance 
company taxable income for purposes of the normal tax of over $3,000 
and not over $6,000 pay a normal tax, at a specified rate, on that por- 
tion of such income in excess of $3,000. The rate applicable in com- 
puting the normal tax of such companies is 60 percent. Under section 
821(a)(2) companies with gross amounts of income from interest, 
dividends, rents, and net premiums, minus dividends to policyholders 
and minus wholly tax-exempt interest, of over $75,000 and not over 
$150,000 pay a tax equal to 2 percent of that portion in excess of 
$75,000. 

(4) Under section 821(b) (1) interinsurers and reciprocal under- 
writers with mutual insurance company taxable income for purposes 
of the normal tax of over $50,000 and not over $100,000 pay a normal 
tax computed on that portion of such income in excess of $50,000 at 
the rate of 60 percent. Under section 821(b)(2) interinsurers and 
reciprocal underwriters with mutual insurance company taxable in- 
come for purposes of the surtax of over $50,000 and not over $100,000 
pay a surtax, at the rate of 33 percent, on that portion of such income 
m excess of $50,000. 

(5) Section 821(c) provides for an adjustment of the amount com- 
puted under section 821(a) (1), section 821(a) (2), and section 821(b) 
where the gross amount received during the taxable year from interest 
dividends rents, and premiums (including deposits and assessments) 
is over $75,000 and less than $125,000. The adjustment reduces the 
tax otherwise computed under those sections to an amount which bears 
the same proportion to such tax as the excess over $75,000 bears to 
*>> 0 ^ 01 ) 0 * 

. (c) Application.— The application of sections 821(a) to (c) inclu- 
sive, may be illustrated by the following examples : 


Example (1) The W Company, a mutual casualty insurance 
company, for the calendar year 1954, has mutual insurance com- 
pany taxable income for purposes of the surtax of $5,500 and, 
due to partially tax-exempt interest of $800, has income for 
purposes of the normal tax of $4,700. The gross amount of 
income or the W Company from interest, dividends, rents and 
net premiums, minus dividends to policy holders and wholly 
$150,000. Its normal tax under section 
l h A ca endar y ear 1954 is 60 percent of $1,700 
($4, <00 minus $3,000) or $1,020, since its income subject to 
normal tax is not over $6,000. It is not liable for surtax for the 
calendar year 1954 as its mutual insurance company taxable 
income for purposes of the surtax does not exceed $25,000. It 
001 1 w7\ X • an ?’ therefore, its total tax under section 
821 J a Hl)(A) m the normal tax of $1,020. The tax under 
ff 1 ™ 8 | 1 .( a ) (?) is 2 percent of $75,000 ($150,000-$75,000) , or 
$1,500. Since the tax under section 821(a) (2) exceeds the tax 
under section 821(a)(1), the tax under section 821 is $1,500, 

namely, that, imposed by section 821(a) (2). 

Example (0). If in the above example the income for pur- 
§ L821-l(b>(3) 
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poses of tlie normal tax were not over $3,000, the income for 
purposes of the surtax were not over $25,000, the gross amount 
received from interest, dividends, rents, and premiums (including 
deposits and assessments) were $90,000, and the gross amount of 
income from interest, dividends, rents, and net premiums, minus 
dividends to policyholders and wholly tax-exempt interest, were 
$ 70 , 000 , the TT Company would be required to file an income tax 
return but due to section 821(a) no income tax would be imposed. 

Example (3). The X Company, a mutual casualty insurance 
company, for the calendar year 1954 has mutual insurance com- 
pany taxable income for surtax purposes of $28,000 and, due to 
partially tax-exempt interest of $5,000, has income for normal 
tax purposes of $23,000. The gross amount of income of the 
X Company from interest, dividends, rents, and net premiums, 
minus dividends to policyholders and wholly tax-exempt interest, 
is $1,200,000. Under section 821(a)(1) its normal tax for the 
calendar year 1954 is 30 percent of $23,000, or $6,900, and the 
surtax is 22 percent of $3,000 ($28,000— $25,000), or $660. The 
combined tax under section 821(a)(1) is $7,560 ($6,900 plus 
$660). The tax under section 821(a)(2) is 1 percent of 
$1,200,000, or $12,000. Since the tax under section 821(a)(2) 
exceeds the tax under section 821(a) (1), the tax under section 
821(a) is $12,000, namely, that imposed by section 821(a) (2). 

Example (4)- The Y Company, a mutual fire insurance com- 
pany subject to the tax imposed by section 821 for the calendar 
year 1954, has mutual insurance company taxable income for 
purposes of the surtax of $35,000 and, clue to partially tax- 
exempt interest of $5,000, has income for purposes of the normal 
tax of $30,000. The gross amount received from interest, divi- 
dends, rents and premiums (including deposits and^ assessments) 
is $120,000, and the gross amount of income from interest, divi- 
dends, rents, and net premiums, minus dividends to policyholders 
and wholly tax-exempt interest, is $100,000. Under section 
821(a) (1), without application of section 821(c), the normal tax 
would be 30 percent of $30,000, or $9,000, since this is less than 
$16,200, 60 percent of $27,000 (excess of $30,000 over $3,000) ; 
and the surtax would be 22 percent of $10,000 (excess of $35,000 
over $25,000), or $2,200. The combined tax of $11,200 ($9,000 
plus $2,200) would then be reduced by applying section 821(c), 
since the gross receipts are between $75,000 and $125,000. Tbe 
tax under section 821(a)(1), as thus adjusted, would be 90 
percent of $11,200, or $10,080, since $45,000 (excess of $120,000 
over $75,000) is 90 percent of $50,000. Under section 821(a) (2) , 
without reference to section 821(c), the tax is 2 percent of 
$25,000 (excess of $100,000 over $75,000), or $500, since this is less 
than $1,000, 1 percent of $100,000. Applying section 821(c) 
reduces this to $450, or 90 percent of $500. Since $10,080, the 
tax under, section 821(a) (1), as adjusted, exceeds $450, the tax 
under section 821(a)(2), as adjusted, the tax under section 
821(a) (1), as adjusted, is applicable. The Y Company would 
accordingly pay a combined normal tax and surtax of $10,080. 


416926® — 57 27 
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Example (5). The Z Exchange, an interinsnrer, for the cal- 
endar year 1954 has mutual insurance company taxable income 
for purposes of the surtax of $60,000 and, due to partially tax- 
exempt interest of $12,000, has income for purposes of the normal 
tax of $48,000. The gross amount received from interest, divi- 
dends, rents, and premiums (including deposits and assessments) 
is $2,700,000. The Z Exchange is not liable for normal tax under 
section 821(b) (1) for the calendar year 1954 as its mutual insur- 
ance company taxable income for purposes of the normal tax 
does not exceed $50,000. Its surtax is 33 percent of $10,000 
($60,000 minus $50,000), or $3,300, since that amount is less than 
$7,700, 22 percent of $35,000 (excess of $60,000 over $25,000). 
Since the Z Exchange has no normal tax, is not subject to the 
tax imposed by section 821(a)(2), and is not entitled to the 
adjustment provided in section 821(c), its total tax under section 
821(a) is $3,300. 

§1.822 Statutory Provisions; Determination of Mutual In- 
surance Company Taxable Income. 

SEC. 822. DETERMINATION OF MUTUAL INSURANCE COMPANY 
TAXABLE INCOME. 

(a) Definition. — For purposes of section 821, the term ''mutual insur- 
ance company taxable income” means the gross investment income minus 
the deductions provided in subsection (c). 

(b) Gross Investment Income. — For purposes of subsection (a)* the term 
"gross investment income” means the gross amount of income during the 
taxable year from interest, devidends, rents, and gains from sales or ex- 
changes of capital assets to the extent provided in subchapter P (sec. 1201 
and following, relating to capital gains and losses). 

(c) Deductions. — In computing mutual insurance company taxable in- 
come, the following deductions shall be allowed : 

(1) Tax-free interest. — The amount of interest which under section 
103 is excluded for the taxable year from gross income. 

(2) Investment expenses. — Investment expenses paid or accrued dur- 
ing the taxable year. If any general expenses are in part assigned to or 
included in the investment expenses, the total deduction under this 
paragraph shall not exceed one-fourth of 1 percent of the mean of the 
book value of the invested assets held at the beginning and end of the 
taxable year plus one-fourth of the amount by which mutual insurance 
company taxable income (computed without any deduction for invest- 
ment expenses allowed by this paragraph, for tax-free interest allowed 
by paragraph (1), or for partially tax-exempt interest and dividends re- 
ceived allowed by paragraph (7) ), exceeds 3 % percent of the book value 
of the mean of the invested assets held at the beginning and end of 
the taxable year. 

(3) Real estate expenses. — Taxes and other expenses paid or accrued 
during the taxable year exclusively on or with respect to the real estate 
owned by the company, not including taxes assessed against local benefits 
of a kind tending to increase the value of the property assessed, and not 
including any amount paid out for new buildings, or for permanent im- 
provements or betterments made to increase the value of any property. 
The deduction allowed by this paragraph shall be allowed in the case 
of taxes imposed on a shareholder of a company on his interest as 
shareholder, which are paid or accrued by the company without reim- 
bursement from the shareholder, but in such eases no deduction shall 
be allowed the shareholder for the amount of such t&xes. 

- W Depreciation. — The depreciation deduction allowed by section 
3.67. 

(5) Interest paid or accrued. — All interest paid or accrued within the 
taxable year on indebtedness, except on indebtedness incurred or con- 
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tinned to purchase or carry obligations ( other than obligation?; of the 
■ United States issued after September 24, 191 7. and originally subscribed 
for by the taxpayer) the interest on which is wholly exempt from taxa- 
tion under this subtitle. 

(6) Capital losses. — C apita! losses to the extent provided in sub- 
chapter P (see. Idol and f< ihAving.j plus losses from capital assets sold 
or exchanged in order to obtain funds to meet abnormal insurance losses 
and. to provide for the payment of dividends and similar distributions 
to policyholders. Capital assets shall be considered as sold or exchanged 
in order to obtain funds to meet abnormal insurance losses ar.i to provide 
for the payment of dividends and similar distributions to p .dcymdders 
• - to the extent that the gross receipts from their sale or exchange are not 
. greater than the excess, if any, for the taxable year of the sum of div- 
; idends and similar distributions paid to r.dioyh -Mers. losses paid, and 
expenses paid over the sum of interest, d'vidvmN. rt-nts, and net pre- 
miums received. In the application of l2t 1 f r purposes of this 

section, the net capital loss for the taxable year shall be the amount by 
which losses for such year from sales or exchanges of capital assets 
exceeds the sum of the gains from such sales or exchanges and whichever 
of the following amounts is the lesser : 

(A) the mutual insurance company taxable income (computed 
without regard to gains or losses from sales or exchanges of capital 
assets or to the deduction provided in section 242 for partially tax- 
exempt interest ) ; or 

(B) losses from the sale or exchange of capital assets sold or 
exchanged to obtain funds to meet abnormal insurance losses and to 
provide for the payment of dividends and similar distributions to 
policyholders. 

. (7) Special deductions. — The special deductions allowed by part YIII 

(except section 248) of suhehapter B (see. 241 and following, relating 
to partially tax-exempt interest and to dividends received). 

(d) Other Applicable Bulks. — 

(1) Rental value of real estate. — The deduction under subsection 
(e)(8) or (4) on account of any real estate owned and occupied in whole 
or in part by a mutual insurance company subject to the tax imposed by 
section 821 shall be limited to an amount which bears the same ratio to 
such deductions (computed without regard to this paragraph) as the 
rental value of the space not so occupied bears to the rental value of the 
entire property. 

(2) Amortization of premium and accrual of discount. — The gross 
amount of income during the taxable year from interest, the deduction 
provided in subsection (c)(1), and the deduction allowed by section 242 
(relating to partially tax-exempt interest) shall each be decreased to 
reflect the appropriate amortization of premium and increased to reflect 
the appropriate accrual of discount attributable to the taxable year on 
bonds, notes, debentures, or other evidences of indebtedness held by a 
mutual insurance company subject to the tax imposed by section 821. 
Such amortization and accrual shall be determined — 

(A) in accordance with the method regularly employed by such 
company, if such method is reasonable, and 

(B) in all other eases, in accordance with regulations prescribed 
by the Secretary or Ms delegate. 

(3) Double deductions. — Nothing in this part shall permit the same 
item to be deducted more than once. 

•(e)' Foreign Mutual Insurance Companies Other Than Life or Ma- 
rine. — In the case of a foreign mutual insurance company (other than a life 
or marine insurance company or a fire insurance company subject to the tax 
imposed by section 831 ) , the mutual insurance company taxable income shall 
be the taxable income from sources within the United States (computed 
without regard to the deductions allowed by subsection (c)(7)), and the 
gross amount of income from the interest, dividends, rents, and net premiums 
shall be the amount of such income from sources within the United States. 

In the case of a company to which the preceding sentence applies, the deduc- 
tions • allowed in this section shall be allowed to the extent provided in 

§ 1.822 



416 


subpart B of part II of subchapter N (sec. 881 and following) in the ease of 

a foreign corporation engaged in trade or business within the United States. 

§1.822-1 Taxable Income and Deductions. — (a) In general . — 
For taxable years beginning after December 31, 1953, but before 
January 1, 1955, and ending after August 16, 1954, the taxable income 
of a mutual insurance company subject to the tax imposed by section 
821 is its gross investment income, namely, the gross amount of income 
during the taxable year from interest, dividends, rents, and gains from 
sales or exchanges of capital assets, less the deductions provided in 
section 822(c) for wholly tax-exempt interest, investment expenses, 
real estate expenses, depreciation, interest paid or accured, capital 
losses to the extent provided in subchapter P (sec. 1201 and following) , 
and the special deductions provided in part VIII of subchapter B 
(except section 248). In addition to the limitations on deductions 
relating to real estate owned and occupied by a mutual insurance 
company subject to the tax imposed by section 821 provided in section 
822(d) (1), the adjustment for amortization of premium and accural 
of discount provided in section 822(d) (2), and the limitation on the 
deduction for investment expenses where general expenses are allocated 
to investment income provided in section 822(c) (2) , mutual insurance 
companies subject to the tax imposed by section 821 are subject to 
the limitation on deductions relating to wholly tax-exempt income 
provided in section 265. Such companies are not entitled to the net 
operating loss deduction provided in section 172. 

(b) Wholly tax-exempt interest. — Interest which in the case of 
other taxpayers is excluded from gross income by section 103 but in- 
cluded in the gross investment income by section 822(b) is allowed as 
a deduction from gross investment income by section 822(c) (1). 

(c) Investment expenses . — The deduction allowed by section 
822(c)(2) for investment expenses is the same as that allowed life 
insurance companies by section 803(g)(2). See paragraph (c) of 
§ 1.803-4. 

(d) Taxes and expenses with respect to real estate. — The deduction 
allowed by section 822(c) (3) for taxes and expenses with respect to 
real estate owned by the company is the same as that allowed life 
insurance companies by section 803(g)(3). See paragraph (d) of 

(e) Depreciation . — The deduction allowed by section 822 (c) (4) for 
depreciation is the same as that allowed life insurance companies by 
section 803(g) (4).. See paragraph (e) of § 1.803-4. 

(f) Interest paid or accrued. — The deduction allowed by section 
822(c)(5) for interest on indebtedness is the same as that allowed 
other corporations by section 163. See § 1.163-1. 

(g) Capital losses. — (1) The deduction for capital losses under 
section 822(c) (6) includes not only capital losses to the extent pro- 
vided in subchapter P but in addition thereto losses from capital assets 
sold or exchanged to provide funds to meet abnormal insurance losses 
and to provide for the payment of dividends and similar distributions 
to policyholders. Losses in the latter case may be deducted from 
ordinary income while the deduction for losses under subchapter P 
is limited to the gains. See section 1211. 

(2) Capital assets are considered as sold or exchanged to provide 
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for the funds or payments specified in section 822(c) (6), to the extent 
that the gross receipts from the sale or exchange of such assets are 
not greater than the excess, if any, for the taxable year of the sum of 
dividends and similar distributions paid to policyholders, and losses 
and expenses paid over the sum of interest, dividends, rents, and net 
premiums received. If, by reason of a particular sale or exchange of 
a capital asset, gross receipts are greater than such excess, the gross 
receipts and the resulting loss should be apportioned and the excess 
included in capital losses subject to the provisions of subchapter P. 
Capital losses actually used to reduce net income in any taxable year 
may not again be used in a succeeding taxable year as an offset against 
capital gains in that year and for that purpose a special rule is set 
forth for the application of section 1*212. 

(3) The application of section 822(c) ((>) may be illustrated by the 
following examples : 

Example ( 1 ). The X Company, a mutual tire insurance com- 
pany-subject to the tax imposed by section 821, in the taxable year 
1934 sells capital assets in order to obtain funds to meet abnormal 
insurance losses and to provide for the payment of dividends and 
similar distributions to policyholders. The gross receipts from the 
sale are $60,000, resulting in losses of $20/H>0, It pays dividends 
to policyholders of SI 30.000. It sustains losses of $25,000, and pays 
expenses of $25,000. It receives interest of £.VyVju. dividends of 
$5,000, rents of $4,000, and net premiums of SoO.Ouu. The excess 
of the sum of dividends, losses, and expenses paid over 

the sum of interest, dividends, rents, and net premiums received 
($125,000) is $75,0u0. As the gross receipts from the sale of capital 
assets ($60,000) do not exceed such excess ($75,000), the losses of 
$20,000 are allowable as a deduction from gross .investment income. 

Example (£). If in the above example the gross receipts were 
$76,000 and the last capital asset sold, for the purpose therein speci- 
fied, resulted in gross receipts of $2,000 and a loss of $500, the 
losses allowable as a deduction from gross investment income would 
be $19,750. The last sale made the gross receipts of $76,000 exceed 
by $1,000 the excess ($75,000) of the sum of dividends, losses, and 
expenses paid ($200,0’00) over the sum of interest, dividends, rents, 
and net premiums received ($125,000). The gross receipts and the 
resulting loss from the last sale are apportioned on the basis of the 
ratio of the excess of $1,000 to the gross receipts of $2,000, or 50 
percent. Fifty percent of the loss of $500 is deducted from the 
total loss of $20,000. The remaining gross receipts of SI, 000 and 
the proportionate loss of $250 should be reported as capital losses 
under subchapt er P. 

Example (8). If in example (1) the X Company had mutual 
insurance company taxable income for purposes of the surtax of 
$9,750 and, under the provisions of subchapter P, had capital losses 
of $18,000 and capital gains of $10,000, the net capital loss for the 
taxable year 1954, in applying section 1212 for the purposes of sec- 
tion 822 (c) (6) , would be $8,000. This is determined by subtracting 
from total losses of $38,000 ($18,000 capital losses under subchapter 
P plus $20,000 other capital losses under section 822(c)(6)) the 
sum of capital gains of $10,000 and losses from the sale or exchange 
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of capital assets sold or exchanged to obtain funds to meet ab- 
normal insurance losses and to provide for the payment of divi- 
dends and similar distributions to policyholders of $20,000. Such 
losses of $20,000 are added to capital gains of $10,000, since they are 
less than taxable income for purposes of the surtax, computed with- 
out regard to gains or losses from sales or exchanges of capital 
assets, of $29,750 ($9,750 taxable income for purposes of the sur- 
tax plus $20,000 other capital losses under section 822(c) (6) plus 
the portion of capital losses allowable under subchapter P of 
$10,000 minus capital gains under subchapter P of $10,000). 

(h) Special deductions.— Section 822(c)(7) allows a mutual in- 
surance company the special deductions provided by part VIII (except 
section 248) of subchapter B (sec. 241 and following, relating to 
partially tax-exempt interest and to dividends received). 

§ 1.822-2 Real Estate Owned and Occupied. — The limitation in 
section 822(d) (1) on the amount allowable as a deduction for taxes, 
expenses, and depreciation upon or with respect to any real estate 
owned and occupied in whole or in part by a mutual insurance company 
subject to the tax imposed by section 821 is the same as that provided 
in the case of life insurance companies by section 803(h). See 
§ 1.803-5. 

§ 1.822-3 Amortization op Premium and Accrual of Discount. — 
Section 822(d) (2) makes provision for the appropriate amortization 
of premium and the appropriate accrual of discount, attributable to 
the taxable year, on bonds, notes, debentures or other evidences of 
indebtedness held by a mutual insurance company subject to the tax 
imposed by section 821. Such amortization and accrual is the same as 
that provided for life insurance companies by section 803(i) and 
shall be determined in accordance with § 1.803-6, except that in deter- 
mining the premium and discount of a mutual insurance company 
subject to the tax imposed by section 821 the basis provided in section 
1012 shall be used in lieu of the acquisition value. 

§ 1.823 Statutorx Provisions ; Other Definitions. . 

SEC. 823. OTHER DEFINITIONS. 

For purposes of this part — 

(1) Net premiums. — The term “net premiums” means gross premiums 
(including deposits and assessments) written or received on insurance 
contracts during the taxable year less return premiums and premiums 
paid or incurred for reinsurance. Amounts returned where the amount 
is not fixed in the insurance contract but depends on the experience of 
the company or the discretion of the management shall not be included 
in return premiums but shall be treated as dividends to, policyholders 
under paragraph (2). 

(2) Dividends to polictholdebs. — The term “dividends to policy- 
holders” means dividends and similar distributions paid or declared to 
policyholders. For purposes of the preceding sentence, the term “paid 
or declared” shall be constructed according to the method regularly 
employed in keeping the books of the insurance company. 

§ 1.823-1 Net Premiums. — Net premiums are one of the items used, 
together with interest, dividends, and rents, less dividends to policy- 
holders and wholly tax-exempt interest, in determining tax liability 
under section 821(a) (2). They are also used in section 822(c) (6) in 
determining the limitation on certain capital losses and in this applica- 
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tion of section 1212* The term “net premiums” is defined in section 
823(1) and includes deposits and assessments* but excludes amounts 
returned to policyholders which are treated as dividends under section 
823(2)* 

§ 1.823-2 Dividends to Policyholders. — (a) Dividends to policy- 
holders is one of the deductions used, together with wholly tax-exempt 
interest, in determining tax liability under section 821(a) (2). They 
are also used in section 822(c) (6) "in determining the limitation on 
certain capital losses and in the application of section 1212. The 
term “dividends to policyholders” is defined in section 823(2) as divi- 
dends and similar distributions paid or declared to policyholders. It 
includes amounts returned to policyholders where the amount is not 
fixed in the insurance contract but depends upon the experience of 
the company or the discretion of the management. Such amounts 
are. not to be treated as return permiums under section 823(1). Sim- 
ilar distributions include such payments as the so-called unabsorbed 
premium deposits returned to policy holders by factory mutual fire in- 
surance companies. The term “paid or declared” is to be. construed 
according to the method of accounting regularly employed in keeping 
the books of the insurance company, and such* method shall be con- 
sistently followed with respect to all deductions ( including dividends 
and similar distributions to policyholders) and all items of income. 

(b). If the method of accounting so employed is the cash receipts 
and disbursements method, the deduction is limited to the dividends 
and similar distributions actually paid to policyholders in the taxable 
year. If, on the other hand, the method of accounting so employed 
is the accrual method, the deduction, or a reasonably accurate estimate 
thereof, for dividends and similar distributions declared to policy- 
holders for any taxable year will, in general, be computed as follows: 

To dividends and similar distributions paid during the taxable 
year add the amount of dividends and similar distributions declared 
but unpaid at the end of the taxable year and deduct dividends and 
similar distributions declared but unpaid at the beginning of the 
taxable year. 

If an insurance company using the accrual method does not compute 
the deduction for dividends and similar distributions declared to 
policyholders in the manner stated, it must submit with its return a 
full and complete explanation of the maimer in which the deduction 
is computed. For the rule as to when dividends are considered paid, 
see the regulations under section 561. 

OTHER INSURANCE COMPANIES 

§ 1.831 Statutory Provisions ; Tax on Insurance Companies 
(Other Than Life or Mutual), Mutual Marine Insurance Com- 
panies, and Mutual Fere Insurance Companies Issuing Perpetual 
Policies. 

SBC. 831. TAX ON INSURANCE COMPANIES (OTHER THAN LIFE 
OR MUTUAL), MUTUAL MARINE INSURANCE COM- 
PANIES, AND MUTUAL FIRE INSURANCE COMPANIES 
ISSUING PERPETUAL POLICIES. 

(a) Imposition of TAX. — Taxes computed as provided in section 11 shall 
be imposed for each taxable year on the taxable income of every insurance 
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company (other than a life or mutnal insurance company), every mutual 
marine insurance company, and every mutual fire insurance company exclu- 
sively issuing either perpetual policies or policies for which the sole premium 
charged is a single deposit which (except for such deduction of underwriting 
costs as may be provided) is refundable on cancellation or expiration of the 
policy. 

(b) No United States Insurance Business.— Foreign insurance com- 
panies (other than a life or mutual insurance company), foreign mutual 
marine insurance companies, and foreign mutual fire insurance companies 
described in subsection (a), not carrying on an insurance business within 
the United States, shall not be subject to this part but shall be taxable as 
other foreign corporations. 

(c) Alternative Tax on Capital Gains— For alternative tax in case of 
capital gains, see section 1201(a) . 

§1.831-1 Tax on Insurance Companies (Other Than Life or 
Mutual) , Mutual Marine Insurance Companies, and Mutual Fire 
Insurance Companies Issuing Perpetual Policies — (a) All insur- 
ance companies, other than life or mutual or foreign insurance com- 
panies not carrying on an insurance business within the United States, 
and all mutual marine insurance companies and mutual fire insurance 
companies exclusively issuing either perpetual policies, or policies for 
which the sole premium charged is a single deposit which, except for 
such deduction of underwriting costs as may be provided, is refund- 
able upon cancellation or expiration of the policy,^ are subject to the 
tax imposed by section 831. As used in this section and §§ 1.832-1 
and 1.832-2, the term “insurance companies’] means only those com- 
panies which qualify as insurance companies under the definition 
provided by paragraph (b) of § 1.801-1 and which are subject to the 
tax imposed by section 831. 

(b) All provisions of the Internal Revenue Code and of the regu- 
lations in this part not inconsistent with the specific provisions of 
section 831 are applicable to the assessment and collection of the tax 
imposed by section 831(a), and insurance companies are subject to 
the same penalties as are provided in the case of returns and payment 
of income tax by other corporations. 

(c) Since section 832 provides that the underwriting and invest- 
ment exhibit of the annual statement approved by the National Con- 
vention of Insurance Commissioners shall be the basis for computing 

S ross income and since the annual statement is rendered on the calen- 
ar year basis, the returns under section 831 shall be made on the basis 
of the calendar year and shall be on Form 1120. Insurance companies 
are entitled, in computing insurance company taxable income, to the 
deductions provided in part VIII of subchapter B. 

(d) Foreign insurance companies not carrying on an insurance 
business within the United States are not taxable under section 831 
but are taxable as other foreign corporations. See section 881. 

(e) Insurance companies are subject to both normal tax and surtax. 
The normal tax shall be computed as provided in section 11 (b) and the 
surtax shall be computed as provided in section 11(c). For the cir- 
cumstances under which the $25,000 exemption from surtax for certain 
taxable years may be disallowed in whole or in part, see section 1551. 
For alternative tax where the net long-term capital gain for any tax- 
able year exceeds the net short-term capital loss, see section 1201(a) 
and the regulations thereunder. 

§ 1.831-1 (a) 
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§ 1.832 Statutory Provisions: Insurance Coaipany Taxable 

I X CO 3IE. 

SEC. 8.32. INSURANCE COMPANY TAXABLE INCOME. 

(a) Definition of Taxable Income. — In tine case of an insurance company 
subject to the tax imposed by section s31, the term “taxable income*’ means 
the gross income as defined in subsection <b) si) less the deductions allowed 
by subsection < c ) . 

(b) Definitions. — In the case of an insurance company subject to the tax 
imposed by section 831 — 

(1) Gross income. — The term “gross income-’ means the sum of — 

(A) the combined gross amount earned during the taxable year, 
from investment income and from underwriting income as provided 
in this subsection, computed on the basis of the underwriting and 
investment exhibit of the annual statement approved by the National 
Convention of Insurance Commissioners, 

(B) gain during the taxable year from the sale or other disposi- 
tion of property, and 

(C) all other items constituting gross income under subchapter 
B, except that, in the case of a mutual fire insurance company de- 
scribed in section 831(a). the amount of single deposit premiums 
paid to such company shall not be included in gross income. 

(2) Investment income. — The term “investment income” means the 
gross amount of income earned during the taxable year from interest, 
dividends, and rents, computed as follows : To all interest, dividends, 
and rents received during the taxable year, add interest, dividends, and 
rents due and accrued at the end of the taxable year, and deduct all in- 
terest, dividends, and rents doe and accrued at the end of the preceding 
taxable year. 

(3) Underwriting income. — The term “underwriting income” means 
the premiums earned on insurance contracts during the taxable year 
less losses incurred and expenses incurred. 

(4) Premiums earned. — The term “premiums earned on insurance 
contracts during the taxable year” means an amount computed as 
follovrs : 

(A) From the amount of gross premiums written on insurance 
contracts during the taxable year, deduct return premiums and pre- 
miums paid for reinsurance. 

(B) To the result so obtained, add unearned premiums on out- 
standing business at the end of the preceding taxable year and deduct 
unearned premiums on outstanding business at the end of the taxable 
year. 

For purposes of this subsection, unearned premiums shall include life 
insurance reserves, as defined in section 806, pertaining to the life, burial, 
or funeral insurance, or annuity business of an insurance company sub- 
ject to the tax imposed by section 831 and not qualifying as a life insur- 
ance company under section 801. 

(5) Dosses incurred. — The term “losses incurred” means losses in- 
curred during the taxable year on insurance contracts, computed as 
follows : 

(A) To losses paid during the taxable year, add salvage and re- 
insurance recoverable outstanding at the end of the preceding 
taxable year and deduct salvage and reinsurance recoverable out- 
standing at the end of the taxable year. 

i B) To the result so obtained add all unpaid losses outstanding 
at the end of the taxable year and deduct unpaid losses outstanding 
at the end of the preceding taxable year. 

(6) Expenses incurred. — The term “expenses incurred” means an 
expenses shown on the annual statement approved by the National Con- 
vention of Insurance Commissioners, and shall be computed as follows: 

To all expenses paid during the taxable year, add expenses unpaid at the 
end of the taxable year and deduct expenses unpaid at the end of the 
preceding taxable year. For the purpose of computing the taxable in- 
come subject to the tax imposed by section 831, there shall be deducted 
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from expenses incurred (as defined in this paragraph) all expenses in- 
curred which are not allowed as deductions by subsection (c). 

(c) Deductions Allowed. — In computing the taxable income of an insur- 
ance company subject to the tax imposed by section 831, there shall be 
allowed as deductions : 

(1) all ordinary and necessary expenses incurred, as provided in 
section 162 (relating to trade or business expenses) ; 

(2) all interest, as provided in section 163 ; 

(3) taxes, as provided in section 164; 

(4) losses incurred, as defined in subsection (b) (5) of this section ; 

(5) capital losses to the extent provided in subchapter P (sec. 1201 
and following, relating to capital gains and losses) plus losses from 
capital assets sold or exchanged in order to obtain funds to meet abnor- 
mal insurance losses and to provide for the payment of dividends and 
similar distributions to policyholders. Capital assets shall be con- 
sidered as sold or exchanged in order to obtain funds to meet abnormal 
insurance losses and to provide for the payment of dividends and similar 
distributions to policyholders to the extent that the gross receipts from 
their sale or exchange are not greater than the excess, if any, for the 
taxable year of the sum of dividends and similar distributions paid 
to policyholders in their capacity as such, losses paid, and expenses paid 
over the sum of interest, dividends, rents, and net premiums received. 
In the application of section 1211 for purposes of this section, the net 
capital loss for the taxable year shall be the amount by which losses 
for such year from sales or exchanges of capital assets exceeds the sum 
of the gains from such sales or exchanges find whichever of the following 
amounts is the lesser : 

(A) the taxable income (computed without regard to gains or 
losses from sales or exchanges of capital assets or to the deductions 
provided in section 242 for partially tax-exempt interest) ; or 

(B) losses from the sale or exchange of capital assets sold or 
exchanged to obtain funds to meet abnormal insurance losses and 
to provide for the payment of dividends and similar distributions to 
policyholders; 

(6) debts in the nature of agency balances and bills receivable which 
became worthless within the taxable year ; 

(7) the amount of interest earned during the taxable year which 
under section 103 is excluded from gross income ; 

(8) the depreciation deduction allowed by section 167 ; 

(9) charitable, etc., contributions, as provided in section 170 ; 

(10) deductions (other than those specified in this subsection) as pro- 
vided in part VI of subchapter B (sec. 161 and following, relating to 
itemized deductions for individuals and corporations) ; 

(11) dividends and similar distributions paid or declared to policy- 
holders in their capacity as such, except in the case of a mutual fire 
insurance company described in section 831(a). For purposes of the 
preceding sentence, the term “paid or declared” shall be construed accord- 
ing to the method of accounting regularly employed in keeping the books 
of the insurance company ; and 

(12) the special deductions allowed by part VIII of subchapter B (sec. 
241 and following, relating to partially tax-exempt interest and to divi- 
dends received). 

(d) Taxable Income of Foreign Insurance Companies Other Than 
Life or Mutual and Foreign Mutual Marine. — In the case of a foreign 
insurance company (other than a life or mutual insurance company), a for- 
eign mutual marine insurance company, and a foreign mutual fire insurance 
company described in section 831(a), the taxable income shall be the taxable 
income from sources within the United States. In the case of a company to 
which the preceding sentence applies, the deductions allowed, in this section 
shall be allowed to the extent provided in subpart B of part II of subchapter 
N (sec. 881 and following) in the case of a foreign corporation engaged in 
trade or business within the United States. 

(e) Doubue Deductions. — Nothing in this section shall permit the same 
item to be deducted more than once. 
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§ 1.832-1 Gross Income. — (a) Gross Income as defined in section 
832(b) (1) means tlie gross amount of Income earned during the tax- 
able year from Interest, dividends, rents, and premium Income, com- 
puted on the basis of the underwriting and investment exhibit of the 
annual statement approved by the National Convention of Insurance 
Commissioners, as well as the gain derived from the sale or other 
disposition of property, and all other items constituting gross income 
under section 61, except that in the case of a mutual fire Insurance 
company described in § 1.831-1 the amount of single deposit pre- 
miums received, but not assessments, shall be excluded from gross 
income. Gross income does not include increase in liabilities during 
the year on account of reinsurance treaties, remittances from the home 
office of a foreign insurance company to the United States branch, 
borrowed money, or gross Increase due to adjustments In book value 
of capital assets. The underwriting and investment exhibit is pre- 
sumed to reflect the true net income of the company, and insofar as It 
is not inconsistent with the provisions of the Internal Revenue Code 
will be recognized and used as a basis for that purpose. All items of 
the* exhibit, however, do not reflect an Insurance compa ny's income 
as defined in the Code. By reason of the definition of investment In- 
come, miscellaneous items which are intended to reflect surplus but 
do not properly enter into the computation of income, such as divi- 
dends declared to shareholders in their capacity as such, home office 
remittances and receipts, and special deposits, are ignored. Gain or 
loss from agency balances and bills receivable not admitted as assets 
on the underwriting and investment exhibit will be ignored, excepting 
only such agency balances and bills receivable as have been allowed as 
deductions for worthless debts or, having been previously so allowed, 
are recovered during the taxable year. In computing “premiums 
earned on insurance contracts during the taxable year’ the amount 
of the unearned premiums shall include (1) life insurance reserves 
as defined in section 803(b) and § 1.803-1 pertaining to the life, burial, 
or funeral insurance, or annuity business of an insurance company 
subject to the tax Imposed by section 831 and not qualifying as a life 
insurance company under section 801, and (2) liability for return 
premiums under a rate credit or retrospective rating plan based on 
experience, such as the “War Department Insurance Rating Plan,” 
and which return premiums are therefore not earned premiums. In 
computing “losses incurred” the determination of unpaid losses at the 
close of each year must represent actual unpaid losses as nearly as it 
is possible to ascertain them. 

(b) Every insurance company to which this section applies must 
be prepared to establish to the satisfaction of the district director that 
the part of the deductions for “losses Incurred” which represents un- 
paid losses at the close of the taxable year comprises only^ actual 
unpaid losses stated in amounts which, based upon the facts in each 
case and the company’s experience with similar cases, can be said to 
represent a fair and reasonable estimate of the amount the company 
will be required to pay. Amounts Included In, or added to, the esti- 
mates of such losses which, in the opinion of the district director are 
in excess of the actual liability determined as provided in the preceding 
sentence will be disallowed as a deduction. The district director may 
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require any such insurance company to submitsuch- detailed informa- 
tion with respect to its actual experience as is deemed necessary to 
establish the reasonableness of the deduction for “losses incurred.” 

(c) That part of the deduction for “losses incurred” which repre- 
sents an adjustment to losses paid for salvage and reinsurance recov- 
erable shall, except as hereinafter provided, include all salvage in 
course of liquidation, and all reinsurance in process of collection not 
otherwise taken into account as a reduction of losses paid, outstanding 
at the end of the taxable year. Salvage in course of liquidation in- 
cludes all property (other than cash), real or personal, tangible or in- 
tangible, except that which may not be included by reason of express 
statutory provisions (or rules and regulations of an insurance depart- 
ment) of any State or Territory or the District of Columbia in which 
the company transacts business. Such salvage in course of liquidation 
shall be taken into account to the extent of the value thereof at the 
end of the taxable year as determined from a fair and reasonable 
estimate based upon either the facts in each case or the .company’s 
experience with similar cases. Cash received during the taxable year 
with respect to items of salvage or reinsurance shall be taken; into 
account in computing losses paid during such taxable year. 

§ 1.832-2 Deductions. — (a) The deductions allowable are speci- 
fied in section 832(c) and by reason of the provisions of section 832(c) 
(10) and (12) include in addition certain deductions provided in 
sections 161, 241 and following. The deductions, however, are subject 
to the limitation provided in section 265, relating to expenses, and 
interest in respect of tax-exempt income. The net operating loss 
deduction is computed under section 172 and the regulations there- 
under. For the purposes of section 172, relating to net operating loss 
deduction, “gross income” shall mean gross income as defined in section 
832(b)(1) and the allowable deductions shall be those allowed by 
section 832(c) with the exceptions and limitations set forth in fection 
172(d). In addition to the deduction for capital losses provided in 
subchapter P (section 1201 and following), insurance companies are 
allowed a deduction for losses from capital assets sold or exchanged, in 
order to obtain funds to meet abnormal insurance losses and to provide 
for the payment of dividends and similar distributions to policy- 
holders. A special rule is provided for the application of the 5-year 
capital loss carryover provisions of section 1212. The deduction is 
the same as that allowed mutual insurance companies subject teqthe 
tax imposed by section 821, see section 822(c) (6) and the regulations 
thereunder. Insurance companies, other than mutual fire insurance 
companies described in § 1.831-1, are also allowed a deduction for divi- 
dends and similar distributions paid or declared to policyholders in 
their capacity as such. The deduction is otherwise, the same as that 
allowed mutual insurance companies subject to the tax imposed by 
section 821, see section 823(2) and the regulations thereunder. 

(b) Among the items which may not be deducted are income and 
profits taxes imposed by the United States, income and profits taxes 
imposed by any foreign country or possession of the United States (in 
cases where the company chooses to claim to any extent a credit for 
such taxes), taxes assessed against local benefits, decrease during the 
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year due to adjustments In the book value of capital assets, decrease 
in liabilities during the year on account of reinsurance treaties, divi- 
dends paid to shareholders in their capacity as such, remittances to the 
home office of a foreign insurance company by the United States 
branch, and borrowed money repaid. 

(c) o In computing taxable income of insurance companies, losses 
sustained during the taxable year from the sale or other disposition of 
property are deductible subject to the limitation contained in section 
1211. Insurance companies are entitled to the alternative taxes pro- 
vided in section 1201. 

PROVISIONS OF GENERAL APPLICATION 

§1.841 Statutory Provisions; Credit for Foreign Taxes. 

SEC. 841. CREDIT FOR FOREIGN TAXES. 

The taxes imposed by foreign countries or possessions of the United States 
shall he allowed as a credit against the tax of a domestic insurance company 
subject to the tax imposed by section 802, 821, or 881, to the extent pmvhiod 
in the case of a domestic corporation in section 901 (relating to foreign U£>: 
credit). For purposes of the preceding sentence, the term “taxable income” 
as used in section 904 means — 

(1) in the case of the tax imposed by section 802, the taxable income 
(as defined in section 803 (g) ), 

(2) in the case of the tax imposed by section 831, the taxable income 
(as defined in section 832 (a ) ) . 

§ 1.842 Statutory Provisions; Computation of Gross Income. 
SEC. 842. COMPUTATION OF GROSS INCOME. 

The gross income of insurance companies subject to the tax imposed by 
section 802 or 831 shall not be determined in the manner provided in part I 
of subehapter N (relating to determination of sources of income). 

Gain or Loss on Disposition of Property 

basis rules of general application 

§ 1.1021 Statutory Provisions ; Sale of Annuities. 

SEC. 1021. SALE OF ANNUITIES. 

In case of the sale of an annuity contract, the adjusted basis shall in no 
case be less than zero. 

§1.1021-1 Sale of Annuities. — In the case of a transfer for 
value of an annuity contract to which section 12(g) and paragraph 
(a) of §1.72-10 apply, the transferor shall adjust his basis in such 
contract as of the time immediately prior to such transfer by sub- 
tracting from the premiums or other consideration he has paid or is 
deemed to have paid for such contract all amounts he has received 
or is deemed to have received under such annuity contract to the 
extent that such amounts were not includible in the gross income of 
the transferor or other recipient under the applicable income tax 
law. In any case where the amounts which were not includible in 
the gross income of the recipient were received or deemed to have been 
received by such transferor exceed the amounts paid or deemed paid 
by him, the adjusted basis of the contract shall be zero. The income 
realized by the transferor on such a transfer shall not exceed the 
total of the amounts received as consideration for the transfer. 
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COMMON NONTAXABLE EXCHANGES 

§ 1.1031(a) Statutory Provisions; Exchange of Property Held 
for Productive Use or Investment; Nonrecognition of Gain or 
Loss From Exchanges Solely in Kind. 

SEC. 1031. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE USE 
OR INVESTMENT. 

(a) Nonrecognition of Gain or Loss From Exchanges Solely in Kind. — 
No gain or loss shall be recognized if property held for productive .use in 
trade or business or for investment (not including stock in trade or other 
property held primarily for sale, nor stocks, bonds, notes, choses in action, 
certificates of trust or beneficial interest, or other securities or evidences of 
indebtedness or interest) is exchanged solely for property of a like kind to 
be held either for productive use in trade or business or for investment. 

§ 1.1031 (a) -1 Property Held for Productive Use in T rad e or 
Business or for Investment. — (a) Section 1031(a) provides an ex- 
ception from the general rule requiring the recognition of gain or loss 
upon the sale or exchange of property. See section 1002 and the 
regulations thereunder. Under section 1031(a), no gain or loss is 
recognized if property held for productive use in trade or business or 
for investment is exchanged solely for property of a like kind to be 
held either for productive use in trade or business or for investment. 
Under section 1031(a), property held for productive use in trade or 
business may be exchanged for property held for investment. Simi- 
larly, property held for investment may be exchanged for property 
held for productive use in trade or business. However, section 
1031(a) provides that property held for productive use in trade or 
business or for investment does not include stock in trade or other 
property held primarily for sale, nor stocks, bonds, notes, cboses in 
action, certificates of trust or beneficial interest, or other securities or 
evidences of indebtedness or interest. A transfer is not within the 
provisions of section 1031(a) if as part of the consideration the tax- 
payer receives money or property which does not meet the require- 
ments of section 1031 (a), but the transfer, if otherwise qualified, will 
be within the provisions of section 1031(b). Similarly, a transfer is 
not within the provisions of section 1031 (a) if as part of the considera- 
tion the other party to the exchange assumes a liability of the tax- 
payer (or acquires property from the taxpayer that is subject to a 
liability), but the transfer, if otherwise qualified, will be within the 
provisions of section 1031(b). A transfer of property meeting the 
requirements of section 1031(a) may be within the provisions of 
section 1031(a) even though the taxpayer transfers in addition prop- 
erty not meeting the requirements of section 1031(a) or money. 
However, the nonrecognition treatment provided by section 1031(a) 
does not apply to the property transferred which does not meet the 
requirements of section 1031 ( a) . 

(b) As used in section 1031(a), the words “like kind’ 7 have refer- 
ence to thenature or character of the property and not to its grade or 
quality. One kind or class of property may not, under that section, 
be exchanged for property of a different kind or class. The fact that 
any real estate involved is improved or unimproved is not material, 
for that fact relates only to the grade or quality of the property and 
not to its kind or class. Unproductive real estate held by one Other 
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than a dealer for future use or future realization of the increment in 
value is held for investment and not primarily for sale. 

(c) No gain or loss is recognized if (1) a taxpayer exchanges prop- 
erty held ror productive use in his trade or business, together with 
cash, for other property of like kind for the same use, such as a truck 
for a new truck or a passenger automobile for a new passenger auto- 
mobile to be used for a like purpose, or (2) a taxpayer who is not a 
dealer in real estate exchanges city real estate for a ranch or farm, 
or exchanges a leasehold of a fee with 30 years or more to run for real 
estate, or exchanges improved real estate for unimproved real estate, 
or. (3) a taxpayer exchanges investment property and cash for invest- 
ment property of a like kind. 

(d) Gain or loss is recognized if, for instance, a taxpayer exchanges 

(1) Treasury bonds maturing March 15, 1958, for Treasury bonds 
maturing December 15, 1968, or (2) a real estate mortgage for con- 
solidated farm loan bonds, 

§ 1.1031 (b) Statutory Provisions ; Exchange of Property Held 
for Productive Use or Investment; Gain From Exchanges Not 
Solely in Kind. 

SEC. 1031. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE 
USE OR INVESTMENT. * * * 

(b) Gain From Exchanges Not Solely in Kind.— I f an exchange would 
be within the provisions of subsection (a), of section 1035(a), or of section 
1036(a), if it were not for tbe fact that the property received in exchange 
consists not only of property permitted by such provisions to he received 
without the recognition of gain, but also of other property or money, then 
the gain, if any, to the recipient shall be recognized, but in an amount not in 
excess of the sum of such money and the fair market value of such other 
property. 

§ 1.1031 (b) -1 Receipt of Other Property or Money in Tax-Free 
Exchange. — (a)If the taxpayer receives other property (in addition 
to property permitted to be received without recognition of gam) or 
money (1) in an exchange described in section 1031(a) of property 
held for investment or productive use in trade or business for property 
of like kind to be held either for productive use or for investment, or 

(2) in an exchange described in section 1035(a) of insurance policies 
or ann uity contracts, or (3) in an exchange described in section 1036 
(a) 'of common stock for common stock, or preferred stock for pre- 
ferred stock, in the same corporation and not in connection with a 
corporate reorganization, then — 

(i) The gain, if any, to the taxpayer will be recognized in an 
amount not in excess of the sum of the money and the fair market 
value of the other property, but 

(ii) The loss, if any, to the taxpayer from such an exchange will 
not be recognized to any extent (see section 1031 (c) ) . 

(b) The application of this section may be illustrated by the fol- 
lowing example : 

Example . A, who is not a dealer in real estate, in 1954 ex- 
changes real estate held for investment, which he purchased m 
1940 for $5,000, for other real estate (to he held for productive use 
in : trade or business) which has a fair market value of $6,000, and 

§ 1.1031 (b)-l(b) 



428 


$2,000 in cash. The gain from the transaction is $3,000, but is 
recognized only to the extent of the cash received of $2,000. 

(c) Consideration received in the form of an assumption of liabili- 
ties (or a transfer subject to a liability) is to be treated as “other 
property or money” for the purposes of section 1031(b). Where, on 
an exchange described in section 1031(b), each party to the exchange 
either assumes a liability of the other party or acquires property sub- 
ject to a liability, then, in determining the amount of “other property 
or money 55 for purposes of section 1031 (b) , consideration given in the 
form of an assumption of liabilities (or a receipt of property subject 
to a liability) shall be offset against consideration received in the form 
of an assumption of liabilities (or a transfer subject to a liability). 
See§ 1.1031 (d)-2, examples (1) and (2). 

. § 1.1031 (c) Statutory Provisions ; Exchange of Property Held 
for Productive Use or Investment; Loss From Exchanges Not 
Solely in Kind. 

SEC. 1031. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE 
USE OR INVESTMENT. * * * 

(c) Loss From Exchanges Not Solely in Kind. — If an exchange would 
be within the provisions of subsection (a)* of section 1035(a), or of section 
1030(a), if it were not for the fact that the property received in exchange 
consists not only of property permitted by. such provisions to be received 
without the recognition of gain or loss, but also of other property or money, 
then no loss from the exchange shall be recognized. 

§ 1.1031 (c)-l Nonrecognition of Loss. — Section 1031(c) provides 
that a loss shall not be recognized from an exchange of property de- 
scribed in sections 1031(a), 1035(a), or 1036(a) where there is re- 
ceived in the exchange other property or money in addition to prop- 
erty permitted to be received without recognition of gain or loss. 

§ 1.1031 (d) Statutory Provisions ; Exchange of Property Held 
for Productive Use or Investment; Basis. 

SEC. 1031. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE 
USE OR INVESTMENT. * * * 

(d) Basis.— If property was acquired on an exchange described in this 

section, section 1035(a), or section 1036(a), then the basis shall be the same 
as that of the property exchanged decreased in the amount of any money 
received by the taxpayer and increased in the amount of gain to the taxpayer 
that was recognized on such exchange. If the property so acquired con- 
futed in part of the type of property permitted by this section, section 
1035(a), or section 1036(a), to be received without the recognition of gain 
°£ a3 ?? * n °^ er property, the basis provided in this paragraph 

shaU he allocated between the properties (other than money) received, and 
for the purpose of the allocation there shall be assigned to such other 
property an amount equivalent to its fair market value at the date of the 

i? or P nr P oses this section, section 1035(a), and section 
1036(a), where as part of the consideration to the taxpayer another party 
to the exchange assumed a liability of the taxpayer or acquired from the 
taxpayer property subject to a liability, such assumption or acquisition 
amotmt of the liability ) shall be considered as money received by 
the taxpayer on the exchange. . 

, § “1 Property Acquired Upon a Tax-Free Exchange. — 

(a) if, in an exchange of property solely of the type described in 
section 1031, section 1035(a), or section 1036(a), no part of the gain 
or loss was recognized under the law applicable to the year in which 
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the exchange was made, the basis of the property acquired Is the same 
as the basis of the property transferred by the taxpayer with proper 
adjustments to the date of the exchange. 

fa) -^5 } n an exchange of properties of the type indicated In section 
1031, section 1035(a), or section 1036(a), gain to the taxpayer was 
recognized under the provisions of section 1031(b) or a similar pro- 
vision of a prior revenue law, on account of the receipt of money in 
the transaction, the basis of the property acquired is the basis of the 
property transferred (adjusted to the date of the exchange), de- 
creased by the amount of money received and Increased by the amount 
of gain recognized on the exchange. The application of this paragraph 
may be illustrated by the following example : 

. Example* A, an incli vicinal in the moving and storage business, 
m 1954 transfers one of his moving trucks with an adjusted basis 
m his hands of $2,500 to B in exchange for a truck (to be used In 
A’s business) with a fair market value of $2,400 and $200 In cash. 
A realizes a gain of $100 upon the exchange, all of which is recog- 
nized under section 1031(b). The basis of the truck acquired by A 
is determined as follows : 


Adjusted basis of A’s former truck $2, 500 

Less: Amount of money received 200 

Difference $2,300 

Plus: Amount of gain recognized 100 

Basis of trnck acquired by A $2, 400 


. ( c ) If? upon an exchange of properties of the type described in sec- 
tion 1031, section 1035(a), or section 1036(a), the taxpayer received 
other property (not permitted to be received without the recognition of 
gain) and gain from the transaction was recognized as required under 
section 1031 (b), or a similar provision of a prior revenue law, the basis 
(adjusted to the date of the exchange) of the property transferred by 
the taxpayer, decreased by the amount of any money received and 
increased by the amount of gain recognized, must be allocated to and is 
the basis of the properties (other than money) received on the ex- 
change. F or the purpose of the allocation of the basis to the properties 
received, there must be assigned to such other property an amount 
equivalent to Its fair market value at the date of the exchange. The 
application of this paragraph may be illustrated by the following 
example : 

Example . A, who is not a dealer in real estate, In 1954 transfers 
real estate held for investment which he purchased In 1940 for 
$10,000 in exchange for other real estate (to be held for Investment) 
which has a fair market value of $9,000, an automobile which has a 
fair market value of $2,000, and $1,500 in cash. A realizes a gain 
of $2,500, all of which is recognized under section 1031(b). The 
basis of the property received in exchange is the basis of the real 
estate A transfers ($10,000) decreased by the amount of money re- 
ceived ($1,500) and increased in the amount of gain that was 
recognized ($2,500), which results in a basis for the property re- 
ceived of $11,000. This basis of $11,000 Is allocated between the 
automobile and the real estate received by A, the basis of the auto- 

416926 0 — 57 28 
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mobile being its fair market value at the date of the exchange, 
$2*000, and the basis of the real estate received being the remainder, 
$9;ooo. 

(d) Section 1031(c) and, with respect to section 1031 and section 
1036(a), similar provisions of prior revenue laws provide that no loss 
may be recognized on an exchange of properties of a type described in 
section 1031, section 1035(a), or section 1036(a), although the tax- 
payer receives other property or money from the transaction. How- 
ever, the basis of the property or properties (other than money) re- 
ceived by the taxpayer is the basis (adjusted to the date of the ex- 
change) of the property transferred, decreased by the amount of money 
received. This basis must be allocated to the properties received, and 
for this purpose there must be allocated to such other property. an 
amount of such basis equivalent to its fair market value at the date 
of the exchange. 

§ 1.1031(d) -2 Treatment of Assumption of Liabilities. — For 
the purposes of section 1031(d), the amount of any liabilities of the 
taxpayer assumed by the other party to the exchange (or of any liabili- 
ties to which the property exchanged by the taxpayer is subject) is to 
be treated as money received by the taxpayer upon the exchange, 
whether or not the assumption resulted in a recognition of gain or loss 
to the taxpayer under the law applicable to the year in which the ex- 
change was made. The application of this section may be illustrated 
by the following examples : 

Example ( 1 ). B, an individual, owns an apartment house which 
has an adjusted basis in his hands of $500,000, but which is subject 
to a mortgage of $150,000. On September 1, 1954, he transfers the 
apartment house to C, receiving in exchange therefor $50,000 in 
cash and another apartment house with a fair market value on that 
date of $600,000. The transfer to C is made subject to the $150,000 
mortgage. B realizes a gain of $300,000 on the exchange, computed 
as follows: 


Value of property received $600, 000 

Cash 50, 000 

Liabilities subject to which old property was transferred 150, 000 


Total consideration received $800, 000 

Less : Adjusted basis of property transferred 500, 000 


Gain realized $300, 000 

Under section 1031 (b) , $200,000 of the $300,000 gain is recognized. 
The basis of the apartment house acquired by B upon the exchange is 
$500,000, computed as follows : 

Adjusted basis of property transferred $500,000 

Less : Amount of money received : 

Gash _____ $50, 000 

Amount of liabilities subject to which property was 

transferred 150,000 

200, 000 


Difference $300, 000 

Fins : Amount of gain recognized upon the exchange— 200, 000 


Basis of property acquired upon the exchange— — $500, 000 
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Example (2). (a) IX an individual, owns an apartment house. 

On December 1, 1955, the apartment house- owned bv D has an ad- 
justed basis in his hands of $100,000, a fair market value of $220,000, 
but is subject to a mortgage of $80,000. E, an individual, also owns 
an apartment house. On December 1, 1955, the apartment house 
owned by E has an adjusted basis of $175,000. a fair market value 
of £250,000, but is subject to a mortgage of $150,000. On December 
1, 1955, D transfers his apartment house to E, receiving in exchange 
therefor $40,000 in cash and the apartment house owned by E. 
Each apartment house, is transferred subject to the mort gag e on it. 

(b) D realizes a gain of $120,000 on the exchange, computed as 
follows: 

Value of property received $250,000 

Cash___ 40, 000 

Liabilities subject to which old property was transferred 80, 000 

Total consideration received. $370,000 

Less: 

Adjusted basis of property transferred $100,000 

Liabilities to which new property is subject 150,000 

250,000 

Gain realized $120, 000 

For purposes of section 1031(b), the amount of “other property or 
money” received by D is $40,000. (Consideration received by D in 
the form of a transfer subject to a liability of $80,000 is offset by 
consideration given in the form of a receipt of property subject to 
a $150,000 liability. Thus, only the consideration received in the 
form of cash, $40,000, is treated as “other property or money” for 
purposes of section 1031 (b) .) Accordingly, under section 1031 (b) , 
$40,000 of the $120,000 gain is recognized. The basis of the apart- 
ment house acquired by D is $170,000, computed as follows : 


Adjusted basis of property transferred $100, 000 

liabilities to which new property is subject 150, 000 


Total $250, 000 

Less : Amount of money received : 

Cash $40,000 

Amount of liabilities subject to which property was 

transferred 80, 000 

320, 000 

Difference $130, 000 

Plus : Amount of gain recognized upon the exchange 40, 000 


Basis of property acquired upon the exchange $170. 000 

(c) E realizes a gain of $75,000 on the exchange, computed as 
follows: 

Value of property received $220, 000 

Liabilities subject to which old property was transferred 150, 000 


Total consideration received $370, 000 

Less: 

Adjusted basis of property transferred $175, 000 

Cash 40,000 

Liabilities to which new property is subject 80, 000 

295, 000 


Gain realized $75, 000 
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For purposes of section 1031(b), the amount of “other property or 
money” received by E is $30,000. (Consideration received by E in 
the form of a transfer subject to a liability of $150,000 is offset by 
consideration given in the form of a receipt of property subject to 
an 880,000 liability and by the $40,000 cash paid by E. Although 
consideration received in the form of cash or other property is not 
offset by consideration given in the form of an assumption of 
liabilities or a receipt of property subject to a liability, considera- 
tion given in the form of cash or other property is offset against 
consideration received in the form of an assumption of liabilities 
or a transfer of property subject to a liability.) Accordingly, 
under section 1031(b), $30,000 of the $75,000 gain is recognized. 
The basis of the apartment house acquired by E is $175,000, com- 
puted as follows : 


Adjusted basis of property transferred $ 175 , 000 

— 40,’ 000 

Liabilities to which new property is subject $80, 000 


Total $295, 000 

Less : Amount of money received : 

Amount of liabilities subject to which property was 

transferred $150,000 

150, 000 


Difference $145,000 

Plus: Amount of gam recognized upon the exchange 30,000 


Basis of property acquired upon the exchange $175, 000 

§ 1.1032 Statutory Provisions ; Exchange of Stock for Property. 
SEC. 1032. EXCHANGE OF STOCK FOR PROPERTY. 

(a) Nonrecognition of Gain or Loss. — No gain or loss shall be recognized 
a , corporation on the receipt of money or other property in exchange for 
stock (including treasury stock) of such corporation. 

<b) Basis.— For basis of property acquired by a corporation in certain 
exchanges for its stock, see section 362. 

§ 1.1032-1 Disposition by a Corporation of Its Own Capital 
Stock.— (a) The disposition by .a corporation of shares of its own 
stock (including treasury stock) for money or other property does 
not give rise to taxable gain or deductible loss to the corporation 
regardless of the nature of the transaction or the facts and circum- 
stances involved. For example, the receipt by a corporation of the 
subscription price of shares of its stock upon their original issuance 
gives rise to neither taxable gain nor deductible loss, whether the sub- 
T T T!°* oyssue price be equal to, in excess of, or less than, the par 
or stated value of such stock. Also, the exchange or sale by a corpora- 
lly 11 !?-^ 1 , own money or other property does not result in 

able gam or deductible, loss, even though the corporation deals in 

-p Y eS as lt ui the shares of another corporation. A 
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section 1032(a), as a disposition by the corporation of such shares for 
money or other property. 

(b) Section 1032(a) does not apply to the acquisition by a corpora- 
tion of shares of its own stock except where the corporation acquires 
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such shares in exchange for shares of its own stock (including treasury 
stock). See § 1.311-1 (e) relating to treatment of acquisitions of a 
corporation’s own stock. Section 1032(a) also does not relate to the 
tax treatment of the recipient of a corporation’s stock. 

( c ) "Where a corporation acquires shares of its own stock in exchange 
for shares of its own stock (including treasury stock) the transaction 
may qualify not only under section 1032(a), but also under section 
368(a) (1) (E) (recapitalization) or section 305(a) (distribution of 
stock and stock rights) . 

(d) For basis of property acquired by a corporation in connection 
with a transaction to which section 351 applies or in connection with a 
reorganization, see section 362. For basis of property acquired by a 
corporation in a transaction to which section 1032 applies but which 
does not qualify under any other nonrecognition provision, see section 
1012. 

§ 1.1034 Statutory Provisions ; Common Xgntaxable Ex- 
changes; Sale or Exchange of Residence. 

SEC. 1034. SALE OB EXCHANGE OF RESIDENCE. 

(a) Nqnrecognition of Gain. — If property (in tills section called “old 
residence” ) used by the taxpayer as his principal residence is sold by him 
after December 31, 1953, and, within a period beginning 1 year before the 
date of such sale and ending 1 year after such date, property (in this section 
called “new residence”) is purchased and used by the taxpayer as his prin- 
cipal residence, gain (if any) from such sale shall be recognized only to the 
extent that the taxpayer’s adjusted sales price (as defined in subsection (b) ) 
of the old residence exceeds the taxpayer’s cost of purchasing the new resi- 
dence. 

( b ) Adjusted Sales Price Defined. — 

(1) In general. — For purposes of this section, the term “adjusted 
sales price” means the amount realized, reduced by the aggregate of the 
expenses for work performed on the old residence in order to assist In 
its sale. 

(2) Limitations. — The reduction provided in paragraph (1) applies 
only to expenses — 

(A) for work performed during the 90-day period ending on the 
day on which the contract to sell the old residence is entered into ; 

( B ) which are paid on or before the 30th day after the date of the 
sale of the old residence ; and 

(C) which are — 

(i) not allowable as deductions in computing taxable income 
under section 63 (a) (defining taxable income), and 

(ii) not taken into account in computing the amount realized 
from the sale of the old residence. 

(3) Effective date. — The reduction provided in paragraph (1) ap- 
plies to expenses for work performed in any taxable year (whether be- 
ginning before, on, or after January 1, 1954), but only in the case of a 
sale or exchange of an old residence which occurs after December 31, 
1953. 

(e) Rules for Application of Section. — For purposes of this section: 

(1) An exchange by the taxpayer of his residence for other property 

shall he treated as a sale of such residence, and the acquisition of a 
residence on the exchange of property shall be treated as a purchase of 
such residence. , , 

(2) A residence any part of which was constructed or reconstructed 
by the taxpayer shall be treated as purchased by the taxpayer. In de- 
termining the taxpayer’s cost of purchasing a residence, there shall be 
included only so much of his cost as is attributable to the acquisition, 
construction, reconstruction, and improvements made which are properly 
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chargeable to capital account, during the period specified in subsection 
(a) 

(8) If a residence is purchased by the taxpayer before the date of his 
sale of the old residence, the purchased residence shall not be treated as 
Ms new residence if sold or otherwise disposed of by him before the date 
of the sale of the old residence. 

(4) If the taxpayer, during the period described in subsection (a), 
purchases more than one residence which is used by him as his principal 
residence at some time within 1 year after the date of the sale of the old 
residence, only the last of such residences so used by him after the date 
of such sale shall constitute the new residence. 

(5) In the case of a new residence the construction of which was com- 
menced by the taxpayer before the expiration of one year after the date 
of the sale of the old residence, the period specified in subsection (a), 
and the 1 year referred to in paragraph (4) of this subsection, shall be 
treated as including a period of IS months beginning with the date of 
the sale of the old residence. 

(d) Limitation.— Subsection (a) shall not apply with respect to the 
sale of the taxpayer’s residence if within 1 year before the date of such sale 
the taxpayer sold at a gain other property used by him as his principal 
residence, and any part of such gain was not recognized by reason of sub- 
section (a) or section 112 (n) of the Internal Revenue Code of 1939. 

(e) Basis of New Residence. — Where the purchase of a new residence 
results, under subsection (a) or under section 112(n) of the Internal Reve- 
nue Code of 1939, in the nonrecognition of gain on the sale of an old resi- 
dence, in determining the adjusted basis of the new residence as of any time 
following the sale of the old residence, the adjustments to basis shall include 
a reduction by an amount equal to the amount of the gain not so recognized 
on the sale of the old residence. For this purpose, the amount of the gain 
not so recognized on the sale of the old residence includes only so much of 
such gain as is not recognized by reason of the cost, up to such time, of pur- 
chasing the new residence. 

(f) Tenant-Stockholder in a Cooperative Housing Corporation. — For 
purposes of this section, section 1016 (relating to adjustments to basis), and 
section 1223 (relating to holding period), references to property used by the 
taxpayer as his principal residence, and references to the residence of a tax- 
payer, shall include stock held by a tenant-stockholder (as defined in section 
216, relating to deduction for amounts representing taxes and interest paid 
to a cooperative housing corporation) in a cooperative housing corporation 
(as defined in such section) if — 

(1) in the case of stock sold, the house or apartment which the tax- 
payer was entitled to occupy as such stockholder was used by him as his 
principal residence, and 

(2) in the case of stock purchased the taxpayer used as his principal 
residence the house or apartment which he was entitled to occupy as such 
stockholder. 

(g) Husband and Wife. — If the taxpayer and his spouse, in accordance 
with regulations which shall be prescribed by the Secretary or his delegate 
pursuant to this subsection, consent to the application of paragraph (2) of 
this subsection, then— 

<1) for purposes of this section — 

(A) the taxpayer’s adjusted sales price of the old residence is the 
adjusted sales price (of the taxpayer, or of the taxpayer and his 
spouse) of the old residence, and 

(B) the taxpayer’s'cost of purchasing the new residence is the 
cost (to the taxpayer, his spouse, or both) of purchasing the new 
residence (whether held by the taxpayer, his spouse, Or the taxpayer 
and his spouse) ; and 

(2) so much of the gain on the sale of the old residence as is not rec- 
ognized solely by reason of this subsection, and so much of the adjust- 
ment under subsection (e) to the basis of the new residence as results 
solely from this subsection shall be allocated between the taxpayer and 
his spouse as provided in such regulations. 

This subsection shall apply only if the old residence and the new residence 
are each used by the taxpayer and his spouse as their principal residence. 
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In case the taxpayer and Ms spouse do not consent to the application of 
paragraph (2) of this subsection then the recognition of gain on the sale of 
the old residence shall be determined under this section without regard to the 
rules provided in this subsection. 

(h) Members of Armed Forces. — The running of any period of time 
specified in subsection (a) or (c) {other than the 1 year referred to in sub- 
section (c) ( 4 )) shall be suspended during any time that the taxpayer (or 
his spouse if the old residence and the new residence are each used by the 
taxpayer and his spouse as their principal residence) serves on extended 
active duty with the Armed Forces of the United States after the date of 
the sale of the old residence and during an induction period (as defined in 
section 112(c) (5) ) except that any such period of time as so suspended shall 
not extend beyond the date 4 years after the date of the sale of the old resi- 
dence. For purposes of this subsection, the term “extended active duty” 
means any period of active duty pursuant to a call or order to such duty 
for a period in excess of 90 days or for an indefinite period. 

(i) Special Rule for Involuntary Conversions. — 

(1) In general. — For purposes of this section, the destruction, theft, 
seizure, requisition, or condemnation of property, or the sale or ex- 
change of property under threat or imminence thereof — 

(A) if occurring after December 31, 1950, and before January 1, 
1954 , shall be treated as the sale of such property; and 

(B) if occurring after December 31, 1953, shall not be treated as 

the sale of such property. . 

(2) Cross reference. — For treatment of residences involuntarily con- 

verted after December 31, 1953, see section 1033 (relating to involuntary 
conversions). _ _ _ A 

(j) Statute of Limitations. — If after December 31, 1950, the taxpayer 

during a taxable year sells at a gain property used by him as his principal 
residence, then — , ^ . ,, 

(1) the statutory period for the assessment of any deficiency attrib- 

utable to any part of such gain shall not expire before the expiration of 
3 years from the date the Secretary or his delegate is notified by the 
taxpayer (in such manner as the Secretary or his delegate may by regu- 
lations prescribe) of — , . , _ ... 

(A) the taxpayer’s cost of purchasing the new residence which 
the taxpayer claims results in nonrecognition of any part of such 
gain, 

(B) the taxpayer’s intention not to purchase a new residence 
within the period specified in subsection (a), or 

(C) a failure to make such purchase within such period; ana 

(2) such deficiency may he assessed before the expiration of such 
3-year period notwithstanding the provisions of any other law or rule 
of law which would otherwise prevent such assessment. 


§ 1.1034-1 Sale or Exchange of Residence.— (a) N onreeogmtion 
of gain: general statement . — Section 1034 provides rules for the non- 
recognition of gain in certain cases where a taxpayer sells one residence 
after December 31, 1953, and buys or builds, and uses as his principal 
residence, another residence within specified time limits before or 
after such sale. In general, if the taxpayer invests in a new residence 
an amount at least as large as the adjusted sales price of his ol 
residence, no gain is recognized on the sale of the old residence {see 
paragraph (b) of this section for definition of “adjusted sales price, 
“new residence,” and “old residence”). On tie other hand, if the 
new residence costs the taxpayer less than the adjusted sales price 
of the old residence, gain is recognized to the extent of the difference. 
Thus, if an amount equal to or greater than the adjusted sales price 
of an old residence is invested in a new residence, according to the 
rules stated in section 1034, none of the gain (if any) realized^ from 
the sale shall be recognized. If an amount less than such adjusted 
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sales price is so invested, gain sliall be recognized, but only to the 
extent provided in section 1034. ^ If there is no investment in a new 
residence, section 1034 is inapplicable and all of the gain shall be 
recognized. Whenever, as a result of the application of section 1034, 
any or all of the gain realized on the sale of an old residence is not 
recognized, a corresponding reduction must be made in the basis of 
the new residence. The provisions of section 1034 are mandatory, 
so that the taxpayer cannot elect to have gain recognized under cir- 
cumstances where this section is applicable. Section 1034 applies 
only to gains ; losses are recognized or not recognized without regard 
to the pro visions of this section. Section 1034 affects only the amount 
of gain recognized, and not the amount of gain realized (see also 
section 1001 and regulations issued thereunder). Any gain realized 
upon disposition of other property in exchange for the new residence 
is not affected by section 1034. 

(b) Definitions. — The following definitions of frequently used terms 
are applicable for purposes of section 1034 (other definitions and 
detailed explanations appear in subsequent paragraphs of this 
regulation) : 

(l)“01d residence” means property used by the taxpayer as 
his principal residence which is the subject of a sale by him after 
December 31, 1953 (section 1034(a) ; for detailed explanation see 
paragraph ( c) ( 3 ) of this section ) . 

“New residence” means property used by the taxpayer as his 
principal residence which is the subject of a purchase by him (sec- 
tion 1034(a) ; for detailed explanation and limitations see paragraph 

(c) (3) and (d) (1) of this section). S * 

(3) “Adjusted sales price 55 means the amount realized reduced 
by the fixing-up expenses (section 1034(b) (1) ; for special rule ap- 
plicable hi some cases to husband and wife see paragraph (f ) of this 
section). 

(4) “Amount realized 55 is to be computed by subtracting 

(i) The amount of the items which, in determining the gain 
from the sale of the old residence, are properly an offset against 
the considerations received upon the sale (such as commissions 
and expenses of advertising the property for sale, of preparing 
the deed, and of other legal services in connection with the sale) : 
from 

(ii) The amount of the consideration so received, determined 
(m accordance with section 1001(b) and regulations issued 
thereunder) by adding to the sum of any money so received, 
the fair market value of the property (other than money) so 
received. If, as part of the consideration for the sale, the 
purchaser either assumes a liability of the taxpayer or acquires 
the old residence subject to a liability (whether or not the 
taxpayer is personally liable on the debt), such assumption or 
acquisition,^ in the amount of the liability, shall be treated as 
money received by the taxpayer in computing the “amount 
realized.” 
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'(5) “Gain realized” is the excess (if any) of the amount realized 
over the adjusted basis of the old residence (see also section 1001 (a) 
and regulations issued thereunder) . 

(6) “Fixing- up expenses” means the aggregate of the expenses 
for work performed (in any taxable year, whether beginning before, 
on, or after January 1, 1954) on the" old residence in order to assist 
in its sale, provided that such expenses (I) are incurred for work 
performed during the 90-day period ending on the day on which 
the contract to sell the old residence is entered into; and (ii) are 
paid on or before the 30th day after the date of the sale of the old 
residence; and (iii) are neither (a) allowable as deductions in com- 
puting taxable income under section 63(a), nor (6) taken into 
account in computing the amount realized from the sale of the old 
residence (section 1034(b)(2) and (3)). “Fixing-up expenses” 
does not include expenditures which are properly chargeable to 
capital account and which would, therefore, constitute adjustments 
to the basis of the old residence (see section 1016 and regulations 
issued thereunder) . 

(7) “Cost of purchasing the new residence” means the total of 
all amounts which are attributable to the acquisition, construc- 
tion, reconstruction, and improvements constituting capital ex- 
penditures, made during the period beginning one year before the 
date of sale of the old residence and ending either (i) one year 
after such date in the case of a new residence purchased but not 
constructed by the taxpayer, or (ii) 18 months after such date in 
the case of a new residence the construction of which was com- 
menced by the taxpayer before the expiration of one year after such 
date (section 1034(a), (c)(2) and (c)(5); for detailed explana- 
tion see paragraph (c) (4) of this section : for special rule applicable 
in some cases to husband and wife see paragraph (f) of this sec- 
tion; see also paragraph (b)(9) of this section for definition of 
“purchase”). 

(8) “Sale” (of a residence) means a sale or an exchange (of a 
residence) for other property either of which occurs^ after Decem- 
ber 31, 1953, or an involuntary conversion (of a residence) which 
occurs after December 31, 1950, and before January 1, 1954 (sec- 
tion 1034(c)(1) and (i)(l)(A)); for detailed explanation con- 
cerning involuntary conversion see paragraph (h) of this section. 

(9) “Purchase” (of a residence) means a purchase or an acquisi- 
tion (of a residence) on the exchange of property or the partial 
or total construction or reconstruction (of a residence) by the tax- 
payer (section 1034(c) (1) and (2) ). However, the mere improve- 
ment of a residence, not amounting to reconstruction, does not 
constitute “purchase” of a residence, 

(c) Rules for application of section 103 If . — (1) General rule; limi- 
tations on applicability . — Gain realized from the sale (after Decem- 
ber 31, 1953) of an old residence will be recognized only to the extent 
that the taxpayer’s adjusted sales price of the old residence exceeds 
the taxpayer’s cost of purchasing the new residence, provided that the 
taxpayer either (i) within a period beginning one year before the 
date of such sale and ending one year after such date purchases prop- 
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erty and uses it as his principal residence, or (ii) within a period 
beginning one year before the date of such sale and ending 18 months 
after such date uses as his principal residence a new^ residence the 
construction of which was commenced by him at any time before the 
expiration of one year after the date of the sale of the old residence 
(section 1034(a) and (c)(5); for detailed explanation of use . as 
“principal residence’ 5 see subparagraph (3) of this paragraph). The 
rule stated in the preceding sentence applies to a new residence pur- 
chased by the taxpayer before the date of sale of the old residence 
provided the new residence is still owned by him on such date (sec- 
tion 1034(c) (3)). Whether the construction of a new residence was 
commenced by the taxpayer before the expiration of one year after 
the date of the sale of the old residence will depend upon the facts 
and circumstances of each case. Section 1034 is not applicable to the 
sale of a residence if within the previous year the taxpayer made an- 
other sale of residential property on which gain was realized but 
not recognized (section 1034(d)). For further details concerning 
limitations on the application of section 1034, see paragraph (d) of 
this section. 

(2) Computation avid examples . — In applying the general rule 
stated in subparagraph (1) of this paragraph, the taxpayer should 
first subtract the commissions and other selling expenses from the 
selling price of his old residence, to determine the amount realized. A 
comparison of the amount realized with the cost or other basis of 
the old residence will then indicate whether there is any gain realized 
on the sale. Unless the amount realized is greater than the cost or 
other basis, no g;ain is realized and section 1034 does not apply. If 
the amount realized exceeds the cost or other basis, the amount of 
such excess constitutes the gain realized. The amount realized should 
then be reduced by the fixing-up expenses (if any), to determine the 
adjusted sales price. A comparison of the adjusted sales price of the 
old residence with the cost of purchasing the new residence will indi- 
cate how much (if any) of the realized gain is to be recognized. If 
the cost of purchasing the new residence is the same as, or greater 
than, the adjusted sales price of the old residence, then none of the 
realized gain is to be recognized. On the other hand, if the cost of 
purchasing the new residence is smaller than the adjusted sales price 
of the old residence, the gain realized is to be recognized to the extent 
of the difference. (It should be noted that any amount of gain real- 
no ^ reco S nize< l j s to be applied as a downward adjustment to 
the basis of the new residence (for details see paragraph (e) of this 
section).) The application of the general rule stated above may be 
illustrated by the following examples : 

Example (I). A taxpayer decides to sell his residence, which 
has a basis of $17,500. To make it more attractive to buyers, he 
paints the outside at a cost of $300 in April 1954. He pays for the 
painting when the work is finished. In May, 1954, he sells the 
house for $20,000. Brokers’ commissions and other selling expenses 
are $1,000. In October, 1954, the taxpayer buys a new residence 
for $18,000. The amount realized, the gain realized, the adjusted 
sales price, and the gain to be recognized are computed as follows: 
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Selling price $20, 000 

Less : Commissions and other selling expenses 1, 000 

Amount realized $19, 000 

Less : Basis 17, 500 

Gain realized $1, 500 

Amount realized $19, 000 

Less : Fixing-np expenses 300 

Adjusted sales price $18, 700 

Cost of purchasing new residence 18, 000 

Gain recognized — $700 

Gain realized but not recognized $800 

Adjusted basis of new residence (see paragraph (e) of this 

section) ; $17, 200 


Example (2). The facts are the same as in example (1), except 
that the selling price of the old residence is $18,500. The computa- 
tions are as follows : 


Selling price . $18*000 

Less : Commissions and other selling expenses 1* 000 


Amount realized — $1*» fOO 

Less : Basis 17, 500 


Gain realized — — $® 

(Note: Since no gain is realized, section 1084 is inapplicable ; it is, therefore, 
unnecessary to compute the adjusted sales price of the old residence and com- 
pare it with the cost of purchasing the new residence. No adjustment to 
the basis of the new residence is to be made.) 


Example (8). The facts are the same as In example (1), except 
that the cost of purchasing the new residence is $17,000. The com- 
putations are as follows: 


Selling price 

Less : Commissions and other selling expenses 


$ 20,000 

1,000 


Amount realized. 
Less: Basis 


$19, 000 

17, 500 


. Gain realized 

Amount realized 

Less: Fixing-up expenses. 


$19,000 

300 


$1,500 


Adjusted sales price 

Cost of purchasing the new residence. 


$18,700 

17,000 


Gain recognized. 


$1,500 


(Note: Since the adjusted sales price of the old residence exceeds the 
cost of purchasing the new residence by $1,700, which is more than 
the gain realized, all of the gain realized is recognized. No adjust- 
ment to the basis of the new residence is to be made.) 

Gain realized but not recognized — 


Example, (4) . The facts are the same as in example (1) , except 
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that the fixing-up expenses are $1,100. The computations are as 


follows : 

Belling price $20,000 

Less : Commissions and other selling expenses 1, 000 

Amount realized $19, 000 

Less : Basis 17, 500 

Gain realized $1, 500 

Amount realized $19, 000 

Less : Fixing-up expenses 1, 100 

Adjusted sales price $17, 900 

Cost of purchasing the new residence 18, 000 

Gain recognized $0 

(Note: Since the cost of purchasing the new residence exceeds the 
adjusted sales price, none of the gain realized is recognized.) 

Gain realized but not recognized $1,500 

Adjusted basis of new residence (see paragraph (e) of this 
section) $16,500 


(3) Property used ~by the taxpayer as his principal residence . — 
(i) Whether or not property is used by the taxpayer as liis residence, 
and whether or not property is used by the taxpayer as his principal 
residence (in the case of a taxpayer using more than one property as 
a residence), depends upon all the facts and circumstances in each 
case, including the good faith of the taxpayer. The mere fact that 
property is, or has been, rented is not determinative that such prop- 
erty is not used by the taxpayer as his principal residence. For ex- 
ample, if the taxpayer purchases his new residence before he sells 
his^ old residence, the fact that he temporarily rents out the new 
residence during the period before he vacates the old residence may 
not, in the light of all the facts and circumstances in the case, pre- 
vent the new residence from, being considered as property used by the 
taxpayer as his principal residence. Property used by the taxpayer 
as his principal residence may include a houseboat, a house trailer, 
or stock held by a tenant-stockholder in a cooperative housing cor- 
poration (as those terms are defined in section 216(b) (1) and (2)), 
if the dwelling which the taxpayer is entitled to occupy as such stock- 
holder is used by him as his principal residence (section 1034(f) ). 
Property used by the taxpayer as his principal residence does not 
include personal property such as a piece of furniture, a radio, etc., 
which, m accordance with the applicable local law, is not a fixture. 

(ii) Where part of a property is used by the taxpayer as his princi- 
pal residence and part is used for other purposes, an allocation must 
be made to determine the application of this section. If the old resi- 
dence is used only partially for residential purposes, only that part 
of the gain allocable to the residential portion is not to be recognized 
under this section and only an amount allocable to the selling price 
of such portion need be invested in the new residence in order to have 
the gain allocable to such portion not recognized under this section. 
If the new residence is used only partially for residential purposes 
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only so much, of its cost as is allocable to the residential portion may 
be counted as the cost of purchasing the new residence. 

(4) Cost of purchasing new residence . — (i) The taxpayer’s cost of 
purchasing the new residence includes not only cash but also any 
indebtedness to which the property purchased is subject at the time 
of purchase whether or not assumed by the taxpayer (including 
purchase-money mortgages, etc.) and the face amount of any lia- 
bilities of the taxpayer which are part of the consideration for the 
purchase. Commissions and other purchasing expenses paid or in- 
curred by the taxpayer on the purchase cf the new residence are to 
be included in determining such ecsi. In the ease of an acquisition 
of a residence upon an exchange which is considered as a “purchase’’ 
under this section, the fair market value of the new residence on the 
date of the exchange shall be considered as the taxpayer’s cost of 
purchasing the new residence. Where any part of the new residence 
is acquired by the taxpayer other than by “purchase,” the value of 
such part is not to be included in determining the taxpayer’s cost of 
the new residence (see paragraph (b) (9) of this section for definition 
of “purchase”) . For example, if the taxpayer acquires a residence by 
gift or inheritance, and spends $*20,000 in reconstructing such residence, 
only such $20,000 may be treated as his cost of purchasing the new 
residence. 

(ii) The taxpayer’s cost of purchasing the new residence includes 
only so much of such cost as is attributable to acquisition, construc- 
tion, reconstruction, or improvements made within the 2-year or 80- 
month period of time, as the case may be, in which the purchase and 
use of the new residence must be made in order to have gain on the 
sale of the old residence not recognized under this section. Thus, if 
the construction of the new residence is begun two years before the 
date of sale of the old residence and completed on the date of sale 
of the old residence, only that portion of the cost which is attributable 
to the second year of such construction constitutes the taxpayer’s cost 
of purchasing the new residence, for purposes of section 1084. Fur- 
thermore, the taxpayer’s cost of purchasing the new residence includes 
only such amounts as are properly chargeable to capital account 
rather than to current expense. As to what constitutes capital ex- 
penditures, see section 268. 

(iii) The provisions of this subparagraph may be illustrated by 
the following example : 

Example . M began the construction of a new residence on J anuary 
15, 1955, and completed it on October 14, 1955. The cost of $18,000 
was incurred ratably over the 9-month period of construction. On 
July 14, 1956, M sold his old residence and realized a gain of $7,200. 
In determining the extent to which the realized gain is not to be 
recognized under section 1084, M’s cost of constructing the new resi- 
dence shall include only the $6,000 which was attributable to the 
July 15-October 14, 1955, period (3 months at $2,000) . The $12,000 
balance of the cost of constructing the new residence was not attribut- 
able to the period beginning one year before the date of sale of the old 
residence and ending 18 months after such date and, under section 
1084, is not properly a part of M’s cost of constructing the new 
residence. 
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. (d). Limitations on application of section 103 if. — (1) If a resi- 
dence is purchased by the taxpayer prior to the date of the sale of the 
old residence, the purchased residence shall, in no event, be treated 
as a new residence if such purchased residence is sold or otherwise 
disposed of by him prior to the date of the sale of the old residence 
(section 1034(c) (3) ). And, if the taxpayer, during the period within 
which the purchase and use of the new residence must be made in 
order to have any gain on the sale of the old residence not recog- 
nized under this section, purchases more than one property which is 
used by him as his principal residence during the one year (or 18 
months in the case of the construction of the new residence) succeed- 
ing the date of the sale of the old residence, only the last of such 
properties shall be considered a new residence (section 1034(c) (4) ). 
If within one year before the date of the sale of the old residence, 
the taxpayer sold other property used by him as his principal resi- 
dence at a gain, and any part of such gain was not recognized under 
this section or section 112 (n) of the Internal Revenue Code of 1939, 
this section shall not apply with respect to the sale of the old resi- 
dence (section 1034(d) ). 

(2) The following example will illustrate the rules of subpara- 
graph (1) of this paragraph : 

Example . A taxpayer sells his old residence on January 15, 
1954, and purchases another residence on February 15, 1954. On 
March 15, 1954, he sells the residence which he bought on Febru- 
ary 15, 1954, and purchases another residence on April 15, 1954. 
The gain on the sale of the old residence on January 15, 1954, will 
not be recognized except to the extent to which the taxpayer’s 
adjusted sales price of the old residence exceeds the cost of pur- 
chasing the residence which he purchased on April 15, 1954. Gain 
on the sale of the residence which was bought on February 15, 1954, 
and sold on March 15, 1954, will be recognized. 

(e) Basis of new residence. — (1) Where the purchase of a new resi- 
dence results, under this section, in the nonrecognition of any part of 
the gain realized upon the sale of an old residence, then, in determining 
the adjusted basis, of the new residence as of any time following the 
sale of the old residence, the adjustments to basis shall include a re- 
duction by an amount equal to the amount of the gain which was not 
recognized upon the sale of the old residence (section 1034(e) ; for 
special rule applicable, in some cases to husband and wife, see para- 
graph (f) of this section). Such a reduction is not to be made for 
the purpose of determining the adjusted basis of the new residence 
as of any time preceding the sale oi the old residence. For the pur- 
pose of this determination, the amount of the gain not recognized under 
this section upon the sale of the old residence includes only so much 
of the gain as is not recognized because of the taxpayer’s cost, up 
to the date of the determination of the adjusted basis, of purchasing the 
new residence. 

(2) The following example will illustrate the rule of subparagraph 
( 1 ) of this paragraph : 

Example. On January 1, 1954, the taxpayer buys a new resi* 
dence for $10,000. On March 1, 1954, he sells for an adjusted 
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sal^ price of $15,000 his old residence, which has an adjusted 
basis to him of $5,000 (no fixing-up expenses are involved, so that 
§15,000 is the “amount realized 55 as well as the “adjusted sales 
pnce - )• Between April 1 and April 15 a wing is constructed on 
the new house at a cost of $5,000. Between May 1 and May 15 a 
garage is constructed at a cost of $2,000. The adjusted basis of 
the new residence is $10,000 during January and February, $ 5,000 
during March, $5,000 following the completion of the construction 
in April, and $7,000 following the completion of the construction 
in May. Since the old residence was not sold until March 1, no 
adjustment to the basis of the new residence is made during Janu- 
ary and February. Computations for March, April, and May 


are as follows: 

Amount realized on sale of old residence $15,000 

Less: Adjusted basis of old residence 5, 000 

Gain realized on sale of old residence $10, 000 

March J, 195k 

Adjusted sales price of old residence $15, 000 

Less : Cost of purchasing new residence 10, 000 

Gain recognized-. $5, 000 

Gain realized but not recognized $5, 000 

Cost of purchasing new residence $10,000 

Less : Gain realized but not recognized 5, 000 

Adjusted basis of new residence $5, 000 

April 15, 195k 

Gain realized on sale of old residence $10, 000 

Adjusted sales price of old residence $15, 000 

Less ; Cost of purchasing new residence 15, 000 

Gain recognized - $0 

Gain realized but not recognized $10, 000 

Cost of purchasing new residence $15, 000 

Less : Gain realized but not recognized 10, 000 

Adjusted basis of new residence $5,000 

May 15, 1954 

Gain realized on sale of old residence $10, 000 

Adjusted sales price of old residence $15, 000 

Less : Cost of purchasing new residence., 17, 000 

Gain recognized — ■ — $0 

Gain realized blit not recognized $10, 000 

Cost of purchasing new residence — — $17, 000 

Less : Gain realized but not recognized 10, 000 

Adjusted basis of new residence— $7, 000 
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(f) Husband and wife.—( 1) If the taxpayer and his spouse file 
the consent referred to in this paragraph, then the “taxpayer s ad- 
justed sales price of the old residence” shall mean the taxpayer s, or 
the taxpayer’s and his spouse’s, adjusted sales price of the old resi- 
dence, and the “taxpayer’s cost of purchasing the new residence shall 
mean the cost to the taxpayer, or to his spouse, or to both of them, of 
purchasing the new residence, whether such new residence is held by 
the taxpayer, or his spouse, or both (section 1034(g) ). Such consent 
may be fil ed only if the old residence and the new residence are each 
used by the taxpayer and his same spouse as their principal residence. 
If the taxpayer and his spouse do not- file such a consent, the recog- 
nition of gain upon sale of the old residence shall be determined under 
this section without regard to the foregoing. 

(2) The consent referred to in subparagraph (1) of this paragraph 
is a consent by the taxpayer and his spouse to have the basis of the 
interest of either of them in the new residence reduced from what it 
would have been but for the filing of such consent by an amount by 
which the gain of either of them on the sale of his interest in the old 
residence is not recognized solely by reason of the filing of such, con- 
sent. Such reduction in basis is applicable to the basis of the new 
residence, whether such basis is that of the husband, of the wife, 
or divided between them. If the basis is divided between the husband 
and wife, the reduction in basis shall be divided between them in the 
same proportion as the basis (determined without regard to such re- 
duction) is divided. Such consent shall be filed with the district 
director with whom the taxpayer filed the return for the taxable year 
or years in which the gain from the sale of the old residence was 
realized. 

(3) The following examples will illustrate the application of this 
rule : 

Example (1). A taxpayer, in 1954, sells for an adjusted sales 
price of $10,000 the principal residence of himself and his wife, 
which he owns individually and which has an adjusted basis to 
him of $5,000 (no fixing-up expenses are involved, so that $10,000 
is the “amount realized” as well as the “adjusted sales price”). 
Within a year after such sale he and his wife contribute $5,000 
each from their separate funds for the purchase of their new 
principal residence which they hold as tenants in common, each 
owning an undivided one-half interest therein. If the taxpayer 
and his wife file the required consent, the gain of $5,000 upon 
the sale of the old residence will not be recognized to the tax- 
payer, and the adjusted basis of the taxpayer’s interest in the new 
residence will be $2,500 and the adjusted basis of his wife’s interest 
in such property will be $2,500. 

Example (2). A taxpayer and his wife, in 1954, sell for an 
adjusted sales price of $10,000 their principal residence, which 
they own as joint tenants and which has an adjusted basis of 
$2,500 to each of them ($5,000 together) (no fixing-up expenses 
are involved, so that $10,000 is the “amount realized” as well as 
the “adjusted sales price”). Within a year after such sale, the 
wife spends $10,000 of her own funds in the purchase of a prin- 
cipal residence for herself and the taxpayer and takes title in her 
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name only. If the taxpayer and his wife file the reqmrcd consent, 
the adjusted basis to the wife of the new residence will be $5,000, 
and the gain of the taxpayer of $2,500 upon the sale of the ok! resi- 
dence will not be recognized. The wife, as a taxpayer herself, 
will have her gain of $2,500 on the sale of the old residence not 
recognized under the general rule. 

(g) Members of Armed Forces . — (1) Section 1051(h) provides a 
special rule for members of the Armed Forces with respect to the 
period after the sale of the old residence within which the acquisition 
of a new residence may result in a non recognition of gain on such 
sale. The running of the 1-year period after the sale of the old resi- 
dence in the case of the purchase of a new residence, or the 18-month 
period after such sale in the case of the construction of a new resi- 
dence, is suspended during any time that the taxpayer serves on ex- 
tended aw ice duty with the Armed Forces of the United States 
during an induction period (as defined in section 112(c) (5) ). How- 
ever, m no event may such suspension extend for more than four 
years after the date of the sale of the old residence the period within 
which the purchase or construction of a new residence may .result in 
a nonrecog::i:ic:i of gain. For example, if the taxpayer is on ex- 
tended active duty with the Army from January 1, 1951, to December 
31, 1953, and if lie sold his old residence on January 1, 1951, the 
latest date on which the taxpayer may use a new residence constructed 
by him and have any part of the gain on the sale of the old residence 
not recognized under this section is January 1, 1955, the date four 
years after the date of sale of the old residence. 

(2) This suspension covers not only the Armed Forces service of 
the taxpayer but if the taxpayer and his same spouse used both the 
old and the new residences as their principal residence, then the ex- 
tension applies in like manner to the time the taxpayer s spouse is on 
extended active duty with the Armed Forces of the United States. 

(3) The time during which the running of the period is suspended 
is part of such period. Thus, construction costs during such tune are 
includible in the cost of purchasing the new residence under para- 
graph (c) (4) of tliis section. 

(4) The running of the 1-year (or 18-month) period after the date 
of sale of the old residence referred to in section 1034(c) (4) and in 
paragraph (d) of this section is not suspended; neither is the running 
of the 1-year period prior to the date of the sale of the old residence 
within which the new residence may be purchased in order to have 
gain on the sale of the old residence not recognized under this section. 

(5) The term “extended active duty” means any period of active 
duty which is served pursuant to a call or order to such duty for a 
period in excess of 90 days or for an indefinite period. If the call or 
order is for a period of more than 90 days, it is immaterial that the 
time served pursuant to such call or order is less than 90 days,^ if the 
reason for such shorter period of service occurs after the beginning 
of such duty. As to what constitutes active service as a member of 
the Armed Forces of the United States, see paragraph (i) of § 1A12-1. 
As to who are members of the Armed Forces of the United States, 
see section 7701(a) (15), and the regulations thereunder. 


416926° — 57 29 
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(h) Special rule for involuntary conversions . — Section 1034 is in- 
applicable to involuntary conversions of personal residences occurring 
after December 31, 1953 (section 1034(i) (1) (B)). However, for 
purposes of section 1034, an involuntary conversion of a personal 
residence occurring after December 31, 1950, and before January 1, 
1954, is treated as a sale of such residence (section 1034(i) (1) (A) ; 
see paragraph (b) (8) of this section!. For the purposes of this sec- 
tion an involuntary conversion is defined as the destruction in whole 
or in part, theft, seizure, requisition, or condemnation of property, or 
the sale or exchange of property under threat or imminence thereof. 
See section 1033 for treatment of residences involuntarily converted 
after December 31, 1953. 

(i) Statute of limitations. — (1) Whenever a taxpayer sells prop- 
erty used as his principal residence at a gain, the statutory period 
prescribed in section 6501(a) for the assessment of a deficiency at- 
tributable to any part of such gain shall not expire prior to the expira- 
tion of three years from the date of receipt, by the district director 
with whom the return was filed for the taxable year or years in which 
the gain from the sale of the old residence was realized (section 
1034(j)), of a written notice from the taxpayer of — 

(i) The taxpayer’s cost of purchasing the new residence which 
the taxpayer claims results in nonrecognition of any part of such 
gain, 

(ii) The taxpayer’s intention not to purchase a new residence 
within the period when such a purchase will result in nonrecogni- 
tion of any part of such gain, or 

(iii) The taxpayer’s failure to make such a purchase within such 
period. 

Any gain from the sale of the old residence which is required to be 
recognized shall be included in gross income for the taxable year or 
years in which such gain was realized. Any deficiency attributable 
to any portion of such gain may be assessed before the expiration of the 
3-year period described in this paragraph, notwithstanding the pro- 
visions of any law or rule of law which might otherwise bar such 
assessment. 

(2)^ The notification required by the preceding subparagraph shall 
contain all pertinent details in connection with the sale of the old 
residence and, where applicable, the purchase price of the new resi- 
dence. The notification shall be in the form of a written statement 
and shall be accompanied, where appropriate, by an amended return 
for the year in which the gain from the sale of the old residence was 
realized, in order to reflect the inclusion in gross income for that year 
of gain required to be recognized in connection with such sale. 

(j) Effective date.— Pursuant to section 7851(a)(1)(C), para- 
graphs (a), (b), (c), (d), (f), (g),and (i) of this section apply in the 
case of any “sale” (as defined in paragraph (b) (8) of this section) 
made after December 31, 1953, although such sale may occur in a tax- 
able year subject to the Internal Revenue Code of 1939. Similarly, 
the rule in paragraph (h) of this section that involuntary conversions 
of personal residences are not to be treated as sales for purposes of 
section 1034 but are governed by section 1033 applies to any such in- 
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voluntary conversion made after December 31, 1053, although such 
involuntary conversion may occur in a taxable year subject to the 
Internal Revenue Code of 1939. The rule in paragraph (e) of this 
section requiring an adjustment to the basis of a new residence, the 
purchase oi wm :A results funder section 1034, or section 112 (n) of 
the Internal Revenue Code of 1939) in the nonrecognition of gain on 
the sale of an old residence, applies in determining the adjusted basis 
of the new residence at any time following such sale, although such 
sale mav occur in a taxable year subject to the Internal Revenue Code 
of 1939; 

§ 1.1035. Statutory Provisions; Certain Exchanges of Insur- 
ance Policies. 

SEC. 1035. CERTAIN EXCHANGES OF INSURANCE POLICIES. 

(a) General Rules. — No gain or loss shall be recognized on the exchange 
of — 

(1) a contract of life insurance for another contract of life insurance 
or for an endowment or annuity contract ; or 

(2) a contract of endowment insurance (A) for another contract of 
endowment insurance which provides for regular payments beginning at 
a date not later than the date payments would have begun under the 
contract exchanged, or ( B ) for an annuity contract ; or 

(3) an annuity contract for an annuity contract. 

(b) Definitions. — For the purpose of this section — 

(1) Endowment contract. — A contract of endowment insurance is a 
contract with a life insurance company as defined in section SOI which 
depends in part on the life expectancy of the insured, but which may be 
payable in full in a single payment during his life. 

(2) Annuity contract. — An annuity contract is a contract to which 
paragraph. (1) applies but which may be payable during the life of the 
annuitant only in installments. 

(3) Life insurance contract. — A contract of life insurance is a con- 
tract to which paragraph (1) applies but which is not ordinarily payable 
in full during the life of the insured. 

(c) Cross References. — 

(1) For rules relating to recognition of gain or loss where an exchange 
is not solely in kind, see subsections (b) and (c) of section 1031. 

(2) For rules relating to the basis of property acquired in an exchange 
described in subsection (a), see subsection »d) of section 1031. 

§ 1.1035-1 Certain Exchanges of Insurance Policies. — Under 
the provisions of section 1035 no gain or loss is recognized on the 
exchange of — 

(a) A contract of life insurance for another contract of life 
insurance or for an endowment or annuity contract (section 
1035(a)(1)); 

(b) A contract of endowment insurance for another contract of 

endowment insurance providing for regular payments beginning 
at a date not later than the date payments would have begun 
under the contract exchanged, or an annuity contract (section 
1035(a) (2)); or . . . 

(c) An annuity contract for another annuity contract (section 
1035(a)(3)), 

but section 1035 does not apply to such exchanges if the policies ex- 
changed do not relate to the same insured. The exchange, without 
recognition of gain or loss, of an annuity contract for another annuity 
contract under section 1035(a) (3) is limited to cases where the same 
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person or persons are the obligee or obligees under the contract re- 
ceived in exchange as under the original contract. This section and 
section 1035 do not apply to transactions involving the exchange of an 
endowment contract or annuity contract for a life insurance contract, 
nor an annuity contract for an endowment contract. In the case of 
such exchanges, any gain or loss shall be recognized. In the case of 
exchanges which would be governed by section 1035 except for the 
fact that the property received in exchange consists not only of prop- 
erty which could otherwise be received without the recognition of gain 
or loss, but also of other property or money, see section 1031(b) and 
(c) and the regulations thereunder. Such an exchange does not come 
within the provisions of section 1035. Determination of the basis of 
property acquired in an exchange under section 1035(a) shall be 
governed by section 1031(d) and the regulations thereunder. 

§1.1036 Statutory Provisions; Stock for Stock op Same 
Corporation. 

SEC. 1036. STOCK FOR STOCK OF SAME CORPORATION. 

(a) General Rule. — No gain or loss shall be recognized if common stock 
in a corporation is exchanged solely for common stock in the same corpora- 
tion, or if preferred stock in a corporation is exchanged solely for preferred 
stock in the same corporation. 

(b) Cross References. — 

(1) For rules relating to recognition of gain or loss where an exchange 
is not solely in kind, see subsections (b) and (c) of section 1031. 

(2) For rules relating to the basis of property acquired in an exchange 
described in subsection (a), see subsection (d) of section 1031. 

# § 1.1036-1 Stock for Stock of the Same Corporation. — (a) Sec- 
tion 1036 permits the exchange, without the recognition of gain or 
loss, of common stock for common stock, or of preferred stock for pre- 
ferred stock, in the same corporation. Section 1036 applies even 
though voting stock is exchanged for nonvoting stock or nonvoting 
stock is exchanged for voting stock. It is not limited to an exchange 
between two individual stockholders; it includes a transaction between 
a stockholder and the corporation. However, a transaction between a 
stockholder and the corporation may qualify not only under section 
1036(a), but also under section 368(a) (1)(E) (recapitalization) or 
section 305(a) (distribution of stock and stock rights). The provi- 
sions of section 1036(a) do not apply if stock is exchanged for bonds, 
or preferred stock is exchanged for common stock, or common stock is 
exchanged for preferred stock, or common stock in one corporation is 
exchanged for common stock in another corporation. See § 1.301-1 ( 1 ) 
for certain transactions treated as distributions under section 301. See 
§ 1.368-2 (e) for certain transactions treated as distributions under 
section 305 (b) (1). 

(b) For rules relating to recognition of gain or loss where an 

exchange is not wholly in kind, see subsections (b) and (c) of section 
1031. For rules relating to the basis of property acquired in an ex- 
change described in paragraph (a) of this section, see subsection (d) 
of section 1031. v 7 

( c ) A ^ rans ^ e f n °t within the provisions of section 1036(a) if as 
part of the consideration the other party to the exchange assumes a 
liability of the taxpayer (or if the property transferred is subject to a 
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liability), but the transfer, if otherwise qualified, will be within the 
provisions of section 1031 ( b) . 

SPECIAL RULES 

§1.1051 Statutory Provisions: Property Acquired During 
Affiliation. 

SEC. 1051. PROPERTY ACQUIRED DURING AFFILIATION. 

In the ease of property acquired by a e< rat:..::, during a period of 
affiliation, from a corporation with which it was affiliated, the basis of 
such property, after such period of affiliation, shall be determined, in accord- 
ance with regulations prescribed by the Secretary or bis delegate, without 
regard to iiAer -com; any transactions in respect of which gain or loss was 
not recognized. F,..r -ax-poses of this section, the term “period of affiliation*’ 
means rhe :.-er:;.d during which such corporations were affiliated (deter- 
mined in accordance with the law apffi'raUe thereto) but does not include 
any taxable year beginning on or after January 1, 1022, unless a consolidated 
return was made, nor any taxable year after the taxable year 1028. The 
basis in case of property a*":”. ire-' 1 by a corporation during any period, in 
the taxable year 1920 or m.y > 2 s, taxable year, in respect of which a 
consolidated return was made by such corporation under chapter G of this 
subtitle (sec. 1501 and following) or under section 141 of the Internal Rev- 
enue Code of 1939 or of the Revenue Act of 1938 , 1936, 1934, 1932, or 1928 
shall be determined in accordance with regulations prescribed under section 
1502 or in accordance with regulations proscribed under the nppw: rir.to 
section 141, as the ease may be. The basis rhe case of property AT 2 by a 
corporation during any period, in the taxable year 1929 or any subsequent 
taxable year. In respect - i -.rim -a a consolidated return was made by such 
corporation under chapter 6 of this subtitle or such section 141 shall be 
adjusted In respect of any items relating to such period, in accordance with 
regulations prescribed under section 1502 or in accordance with regulations 
prescribed under the appropriate section 141, as the ease may be. 

§ 1.1051-1 Basis of Property Acquired During Affiliation. — 
(a) (1) The basis of property acquired by a corporation during a 
period of affiliation from a corporation with wliicb it was affiliated 
shall be the same as it would be in the hands of the_ corporation from 
which acquired. This rule is applicable if the basis of the property 
is material in determining tax liability for any year, whether a sepa- 
rate return or a consolidated return is made in respect of such year. 
JFor the purpose of this section, the term “period of affiliation” 
means the period during which such corporations were affiliated (de- 
termined in accordance with the law applicable thereto), but does not 
include any taxable year beginning on or after January 1, 19*22, unless 
a consolidated return was made, nor any taxable year after the taxable 
year 1928. 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following example : 

Example . The X Corporation, the T Corporation, and the Z 
Corporation were affiliated for the taxable year 1920. During 
that year the X Corporation transferred assets to the Y Corpo- 
ration for $120,000 cash, tiiid the Y Corporation in turn trans- 
ferred the assets during the same year to the Z Corporation for 
$130,000 cash. The assets were acquired by the X Corporation 
in 1916 at a cost of $100,000. The basis of the assets in the hands 
of the Z Corporation is $100,000. 

(b) The basis of property acquired by a corporation during any 
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period, in the taxable year 1929 or any subsequent taxable year, in re- 
spect of -which a consolidated return was made or was required under 
the regulations governing the making of consolidated returns,. shall 
be determined in accordance with such regulations. The basis in the 
case of property held by a corporation during any period, in the tax- 
able year 1929 or any subsequent taxable year, in respect of which a 
consolidated return is made or is required under the regulations gov- 
erning the making of consolidated returns, shall be adjusted in respect 
of any items relating to such period in accordance with such regu- 
lations. . _ 

(c) Except as otherwise provided in the regulations promulgated 
under section 1502, or the regulations under section 141 of the Internal 
Revenue Code of 1939 or the Revenue Acts of 1938, 1936, 1934, 1932, 
or 1928, the basis of property after a consolidated return period shall 
be the same as the basis immediately prior to the close of such period. 

§ 1.1052 Statutory Provisions ; Basis Established by the Rev- 
enue Act of 1932 or 1934 or by the Internal Revenue Code of 1939. 

SEC. 1052. BASIS ESTABLISHED BY THE REVENUE ACT OF 1932 OR 
1934 OR BY THE INTERNAL REVENUE CODE OF 1939. 

(a) Revenue Act of 1932 —If the property was acquired, after February 
28, 1913, in any taxable year beginning before January 1, 1934, and the basis 
thereof, for purposes of the Revenue Act of 1932 was prescribed by section 
113(a) (6), (7), or (9) of such Act (47 Stat. 199), then for purposes of this 
subtitle the basis shall be the same as the basis therein prescribed in the 
Revenue Act of 1932. 

(b) Revenue Act of 1934. — If the property was acquired, after Feb- 
ruary 2S, 1913, in any taxable year beginning before January 1, 1936, and 
the basis thereof, for purposes of the Revenue Act of 1934, was prescribed 
by section 113(a) (6), (7), or (8) of such Act (48 Stat. 706), then for pur- 
poses of this subtitle the basis shall be the same as the basis therein 
prescribed in the Revenue Act of 1934. 

(c) Internal Revenue Code of 1939. — If the property was acquired, after 
February 28, 1913, in a transaction to which the Internal Revenue Code of 
1939 applied, and the basis thereof, for purposes of the Internal Revenue 
Code of 1939, was prescribed by section 113 (a) (6), (7), (8), (13), (15), (18), 
(19), or (23) of such code, then for purposes of this subtitle the basis shall 
be the same as the basis therein prescribed in the Internal Revenue Code of 
1939. 

§ 1.1052-1 Basis of Property Established by Revenue Act of 
1932. — Section 1052(a) provides that if property was acquired after 
February 28, 1913, in any taxable year beginning before January 1, 
1934, and the basis of the property, for the purposes of the Revenue 
Act of 1932, was prescribed by. section 113(a) (6), (7), or (9) of that 
Act, then for purposes of subtitle A the basis shall be the same as the 
basis prescribed in the Revenue Act of 1932. For the rules applicable 
in determining the basis of stocks or securities under section 113 (a) (9) 
of the Revenue Act of 1932 in case of certain distributions after De- 
cember 31, 1923, and in any taxable year beginning before January 
1, 1934, see 26CFR(1939) 39.113(a) (12)— 1 (Regulations 118). 

§1.1052-2 Basis of Property Established by Revenue Act of 
1934. — Section 1052(b) provides that if property was acquired after 
February 28, 1913, in any taxable year beginning before January 1, 
1936, and the basis of the property for the purposes of the Revenue 
Act of 1934 was prescribed by section 113(a) (6), (7), or (8) of that 
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Act, then for purposes of subtitle A the basis shall be the same as 
the basis prescribed in the Revenue Act of 1934. For example, if 
after December 31, 19:20, and in any taxable year l arm before 
January 1, 1930, property was acquired by a -At ;; by the issu- 
ance of its stock or securities in connection with a transaction which 
is not described in section 112(b) (5) of the Internal Revenue Code of 
1939 but which is described in section 11:2 (b) (5) of the Revemie Act 
of 1934, the basis of the property so acquired shall be the same as it 
would be in the hands of the transferor, with proper adjustments to 
the date of the exchange. 

§ 1.1052-3 Basis of Property Established by the Internal Rev- 
extwe Code of 1939. — Section 1052(c) provides that if property was 
acquired after February 28, 1913, in a transaction to internal 

Revenue Code of 1939 applied and tlie basis thereof was prescribed 
by section 113(a) (6), (7), (8), (13), (15), (181, ( 19) or (23) of such 
Code, then for purposes of subtitle A the basis shall be the same as 
the basis prescribed hi :he Internal Revenue Code of 1939. In such 
cases see section 113(a) of the Internal Revenue Code of 1939 and the 
regulations thereunder. 

§ 1.1053 -Statutory Provisions : Basis of Property Acquired 
Before March 1, 1913. 

SEC. 1053. PROPERTY ACQUIRED BEFORE MARCH 1, 1913. 

In the ease of property acquired before March 1, 1913, if the basis otherwise 
determined under this part, adjusted (for the period before March 1, 1913) 
as provided in section 1016, is less than the fair market value of the property 
as of March 1, 1913, then the basis for determining gain shall be such fair 
market value. In determining the fair market value of stock in a corpora- 
tion as of March 1, 1913, due regard shall be given to the fair market value 
of the assets of the corporation as of that date. 

§ 1.1053-1 Property Acquired Before March 1, 1913. — (a) Basis 
for determining gain . — In the case of property acquired before March 
1, 1913, the basis as of March 1, 1913, for determining gain is the cost 
or other basis, adjusted as provided in section 1016 and other ap- 
plicable provisions of chapter 1, or its fair market value as of March 
1, 1913, whichever is greater. 

(b) Basis for determining loss. — In the case of property acquired 
before March 1, 1913, the basis as of March 1, 1913, for determining 
loss is the basis determined in accordance with part II of subchapter 
O, or other applicable provisions of chapter 1, without reference to 
the fair market value as of March 1, 1913. 

(c) Example ^ — The application of paragraphs (a) and (b) of this 
section may be illustrated by the following example : 

Example . — (i) On March 1. 1908. a taxpayer purchased for 
$100,000, property having a useful hie of 50 years. Assuming 
that there were no capital improvements to the property, the 
depreciation sustained on the property before March 1, 1913, was 
$10,000 (5 years @ $2,000), so that the original cost adjusted, 
as of March 1, 1913, for depreciation sustained prior to that date 
is $90,000. On that date the property had a fair market value 
of $94,500 with a remaining life of 45 years. 

(ii) For the purpose of determining gain from the sale or other 
disposition of the property on March 1, 1954, the basis of the 
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property is the fair market value of $94,500 as of March 1, 1913, 
adjusted for depreciation allowed or allowable after February 28, 
1913, computed on $94,500. Thus, the substituted basis, $94,500, is 
reduced by the depreciation adjustment from March 1, 1913, to Feb- 
ruary 28, 1954, in the aggregate of $86,100 (41 years @ $2,100), 
leaving an adjusted basis for determining gain of $8,400 ($94,500 less 
$ 86 , 100 ). 

(iii) For the purpose of determining loss from the sale or other 
disposition of such property on March 1, 1954, the basis of the 
property is its cost, adjusted for depreciation sustained before 
March 1, 1913, computed on cost, and the amount of depreciation 
allowed or allowable after February 28, 1913, computed on the 
fair market value of $94,500 as of March 1, 1913. In this example, 
the amount of depreciation sustained before March 1, 1913, is 
$10,000 and the amount of depreciation determined for the period 
after February 28, 1913, is $86,100. Therefore, the aggregate 
amount of depreciation for which the cost ($100,000) should be 
adjusted is $96,100 ($10,000 plus $86,100), and the adjusted basis 
for determining loss on March 1, 1954, is $3,900 ($100,000 less 
$96,100). 

(d) Fair market value . — The determination of the fair market 
value of property on March 1, 1913, is generally a question of fact and 
shall be established by competent evidence. In determining the fair 
market value of stock or other securities, due regard shall be given to 
the fair market value of the corporate assets as of such date, and other 
pertinent factors. In the case of property traded in on public ex- 
changes, actual sales on or near the basic date afford evidence of value. 
In general, the fair market value of a block or aggregate of a par- 
ticular kind of property is not to be determined by a forced-sale price 
or by an estimate of what a whole block or aggregate would bring if 
placed upon the market at one and the same time. In such a case the 
value should be determined by ascertaining as the basis the fair market 
value of each unit of the property. All relevant facts and elements of 
value as of the basic date should be considered in each case. 

§ 1.1054 Statutory Provisions ; Cross Keferences. 

SEC. 1054. CROSS REFERENCES. 

(1) For nonreeognition of gain in connection with the transfer of obsolete 
vessels to the Maritime Administration under section 510 of the Merchant 
Marine Act, 1936, see subsection (e) of that section, as amended August 4, 
1939 (46 U. S. C. 1160). 

(2) For recognition of gain or loss in connection with the construction of 
new vessels, see section 511 of such Act, as amended (46 U. S. C. 1161). 

(3) For nonrecognition of gain in connection with vessels exchanged with 
the Maritime Administration under section 8 of the Merchant Ship Sales Act 
of 1946, see subsection (a) of that section (50 U. S. C. App. 1741). 

CHANGES TO EFFECTUATE F. C. C. POLICY 

§1.1071 Statutory Provisions; Gain From Sale or Exchange 
To Effectuate Policies of Federal Communications Commission. 

SEC. 1071. GAIN FROM SALE OR EXCHANGE TO EFFECTUATE 
POLICIES OF F. C. C. 

(a) Noneecognition of Gain oe Loss. — If the sale or exchange of prop- 
erty (including stock in a corporation) is certified by the Federal Communi- 
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cations Commission to be necessary or appropriate to effectuate the policies 
of the Commission with respect to the ownership and control of radio broad- 
casting stations, such sale or exchange* shall, if the taxpayer so elects, he 
treated as an involuntary conversion of such property within the meaning 
of section 1033. For purposes of such section as made applicable by the pro- 
visions of this section, stock of a corporation operating a radio broadcasting 
station, whether or not representing control of such corporation, shall be 
treated as property similar or related in service or use to the property so 
converted. The part of the gain, if any, on such sale or exchange to which 
section 1033 is not applied shall nevertheless not be recognized, if the tax- 
payer so elects, to the extent that it is applied to reduce the basis for deter- 
mining gain or loss on sale or exchange of property, of a character subject to 
the allowance for depreciation under section 107, remaining in the hands of 
the taxpayer immediately after the sale or exchange, or acquired in the 
same taxable year. The manner and amount of such reduction shall he 
determined under regulations prescribed by the Secretary or his delegate. 
Any election made by the taxpayer under this section shall be made by a 
statement to that effect in his return for the taxable year in which the sale 
or exchange takes place, and such election shall be binding for the taxable 
year and all subsequent taxable years. 

(b) Basis. — For basis of prryewy acquired on a sale or exchange treated 
as an involuntary e, avers:- :: m.;':-:* subsection (a), see section 1033(e). 

§ 1.1071-1 Gain From Sale or Exchange to Effectuate Poli- 
cies of Federal Communications Commission. — (a) At the election 
of the taxpayer, section 1071 in .effect postpones the recognition of 
gain upon the sale or exchange of property, if the Federal Com- 
munications Commission certifies such sale or exchange to lie neces- 
sary or appropriate to effectuate the policies of the Commission with 
respect to the ownership and control of radio broadcasting stations. 
Any taxpayer desiring to obtain the benefits of section 1071 shall file 
with the Commissioner of Internal Revenue, or the district director 
of internal revenue for the district in which the income tax return of 
the taxpayer is required to be filed, a certificate from the Federal 
Communications Commission clearly identifying the property and 
showing that the sale or exchange of such property is necessary or 
appropriate to effectuate the policies of the Commission with respect 
to the ownership and control of radio broadcasting stations. Such 
certificate shall be accompanied by a detailed statement showing: 
The kind of property, the date of acquisition, the cost or other basis 
of the property, the date of sale or exchange, the name and address of 
of the transferee, and the amount of money and the fair market value 
of the property other than money received upon such sale or exchange. 

(b) Section 1071 applies only in the case of a sale or exchange 
made necessary by reason of the Federal Communications Commis- 
sion’s policies as to ownership or control of radio facilities. Section 
1071 does not apply in the case of a sale or exchange made necessary 
as a result of other matters, such as the operation of a broadcasting 
station in a manner determined by the Commission to be not in the 
public interest or in violation of Federal or State law. 

(c) An election to have the benefits of section 1071 shall be made 

in the manner prescribed in § 1.1071-4. ^ . 

(d) For purposes of section 1071, the term “radio broadcasting 
includes telecasting. 
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81.1071-2 Nature and Effect of Election. — (a) Altematwe 
elections. — (1) A taxpayer entitled to tlie benefits of section 1071 in 
respect of a sale or exchange of property may elect — 

(i) To treat such sale or exchange as an involuntary conver- 
sion under the provisions of section 1033 ; or 

(ii) To treat such sale or exchange as an involuntary conver- 
sion under the provisions of section 1033, and in addition elect to 
reduce the basis of property, in accordance with the regulations pre- 
scribed in § 1.1071-3, by all or part of the gain that would other- 
wise be recognized under section 1033 ; or 

(iii) To reduce the basis of property, in accordance with the 
regulations prescribed in § 1.1071-3, by all or part of the gain 
realized upon the sale or exchange. 

(2) The effect of the provisions of subparagraph (1) of this para- 
graph is, in general, to grant the taxpayer an election to treat the 
proceeds of the sale or exchange as the proceeds of an involuntary 
conversion subject to the provisions of section 1033, and a further elec- 
tion to reduce the basis of certain property owned by the taxpayer 
by the amount of the gain realized upon the sale or exchange to the 
extent of that portion of the proceeds which is not treated as the 
proceeds of an involuntary conversion. 

(3) An election in respect to a sale or exchange under section 1071 
shall be irrevocable and binding for the taxable year in which the sale 
or exchange takes place and for all subsequent taxable years. 

(b) Application of section 1033. — (1) If the taxpayer elects, under 
either paragraph (a)(1) (i) or (ii) of this section, to treat the sale 
or exchange as an involuntary conversion, the provisions of section 
1033, as modified by section 1071, together with the regulations pre- 
scribed under such sections, shall be applicable in determining the 
amount of recognized gain and the basis of property acquired as a 
result of such sale or exchange. For the purposes of section 1071 
and the regulations thereunder, stock of a corporation operating a radio 
broadcasting station shall be treated as property similar or related in 
service or use to the property sold or exchanged. Securities of such 
a corporation other than stock, or securities of a corporation not oper- 
ating a radio broadcasting station, do not constitute property similar 
or related in service or use to the property sold or exchanged. If the 
taxpayer exercises the election referred to in paragraph (a) (1) (i) of 
this section, the gain realized upon such sale or exchange shall be 
recognized to the extent of that part of the money received upon the 
sale or exchange which is not expended in the manner prescribed 
in section 1033 and the regulations thereunder. If, however, the 
taxpayer exercises the elections referred to in paragraph (a) (1) (ii) 
of this section, the amount of The gain which would be recognized, 
determined in the same manner as in the case of an election under 
paragraph (a)(l)(i) of this section, shall not be recognized but 
shall be applied to reduce the basis of property, remaining in the 
hands of the taxpayer after such sale or exchange or acquired by 
him during the same taxable year, which is of a character subject 
to the allowance for depreciation under section 167. Such reduction 
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of basis shall be made in accordance with and under the conditions 
prescribed by § 1.1071-3. 

(^) ^ le application of section 1033 to determine the recognized 
gam and the basis of property acquired as a result of a sale or exchance 
pursuant to an election under paragraph (a) (1) (i) or (ii) of tins 
section, the entire amount of the proceeds of such sale or exchange 
shall be taken into account. 

(e) Example. — The application of the provisions of section 1071 
may be illustrated by the following example : 

Example. A, who makes his return on a calendar year basis, 
sold in 1954, for $100,000 cash, stock of X Corporation, which 
operates a radio broadcasting station. A ? s basis of this stock was 
$75,o00. The sale was certified by the Federal Communications 
Commission as provided in section 1071. Soon after, in the same 
taxable year, A used $50,000 of the proceeds of the sale to purchase 
stock in Y Corporation, which operates a radio broadcasting station. 
A elected in his 1954 return to treat such sale and purchase as an 
involuntary conversion subject to the provisions of section 1033. 
He also elected at the same time to reduce the basis of depreciable 
property by the amount of the gain that otherwise would be recog- 
nized under the provisions of section 1033, as made applicable by 
section 1071. The sale results in a recognized gain of $25,000 under 
section 1033. However, this gain is not recognized in this case 
because the taxpayer elected to reduce the basis of other property 
by the amount of the gain. This may be shown as follows : 


(1) Sale price of X Corporation stock $100, 000 

Basis for gain or loss 75, 000 


Gain realized $25,000 


Proceeds of sale $100,000 

Amount expended to replace property sold 50, 000 


Amount not expended in manner prescribed in section 

1033 $50, 000 


Realized gain, recognized under section 1033 (not to ex- 
ceed the unexpended portion of proceeds of sale) $25, 000 

Less : Amount applied as a reduction of basis of depreci- 
able property 25, 000 


Recognized gain for tax purposes None 


(2) The basis of T Corporation stock in the hands of A is $50,000, 
computed in accordance with section 1033 and the regulations pre- 
scribed under that section. The $50,000 basis is computed as follows : 

Basis of property sold (converted) $75, 000 

Less : Amount of proceeds not expended 50, 000 


Balance $25, 000 

Plus amount of gain recognized under section 1033 25, 000 


Basis of Y Corporation stock in A’s hands $50, 000 


§ 1.1071-3 Beduction of Basis of Property Pursuant to Elec- 
tion Under Section 1071. — (a) General rule. — (1) In addition to 
the adjustments provided in section 1016 and other applicable pro- 
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visions of chapter 1, which adjustments are required to be made with 
respect to the cost or other basis of property, a further adjustment 
shall be made in the amount of the unrecognized gain under section 
1071 , if the taxpayer so elects. Such further adjustment shall be 
made only with respect to the cost or other basis of property which is 
of a character subject to the allowance for depreciation under section 
167 (whether or not used in connection with a broadcasting business), 
and which remains in the hands of the taxpayer immediately after 
the sale or exchange in respect of which the election is made, or which 
is acquired by the taxpayer in the same taxable year in which such sale 
or exchange occurs. If the property is in the hands of the taxpayer 
immediately after the sale or exchange, the time of reduction of the 
basis is the date of the sale or exchange ; in all other cases the time of 
reduction of the basis is the date of acquisition. 

(2) The reduction of basis under section 1071 in the amount of 
the unrecognized gain shall be made in respect of the cost or other 
basis, as of the time prescribed, of all units of property of the specified 
character. The cost or other basis of each unit shall be decreased 
in an amount equal to such proportion of the unrecognized gain as the 
adjusted basis (for determining gain, determined without regard 
to this section) of such unit bears to the aggregate of such adjusted 
basis of all units of such property, but the amount of the decrease 
shall not be more than the amount of such adjusted basis. If in the 
application of such rule the adjusted basis of any unit is reduced to 
zero, the process shall be repeated to reduce the adjusted basis of the 
remaining units of property by the portion of the unrecognized gain 
which is not absorbed in the first application of the rule. For such 
purpose the “adjusted basis” of the remaining units shall be the ad- 
justed basis for determining gain reduced by the amount of the 
adjustment previously made under this section. The process shall be 
repeated until the entire amount of the unrecognized gain has been 
absorbed. 

(3) The application of the provisions of this section may be illus- 
trated by the following example : 

Example . Using the facts given in the example set forth in 
^ exce P^ that the taxpayer elects to reduce the basis 

of depreciable property in accordance with paragraph (a) (1) (iii) 
of § 1.1071-2, the computation may be illustrated as follows : 


Sale price of X Corporation stock. 
Basis for gain or loss 


1071-1 j n (rec0gnize<1 except £or £he election under 

A<yusted basis of other depreciable property in hands of A imme- 
diately after sale : 

«■ 8S8 

>w™ rzzzzrr X m, 

Total $ioo, 000 


$100, 000 
75, 000 


$25, 000 
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Computation of reduction : 

BuikUng ^oW Xg2J ’ 000 (gain) - 

If; Cif in 

1 ransmirre--- X S23.CG0 


Fixtures 


.(> 0,000 

4,000 

100,000 


X $25,000- 


$20. 000 

4. OOrt 
1, 000 


Total reduction $25. (Mi 


New basis of assets : 

Building ($80,0)0 minus $20,000 ) _ 860,000 

Transmitter ($16,000 minus $4,000} . 'i2 

Fixtures ($4,000 minus $i,000) __ _ 3 ood 


Total adjusted basis after reduction under section 1071 $75, 000 


Realized gain upon sale of X Corporation stock $25, 000 

Less: Amount applied as a reduction to basis of depre- 
ciable property 25. 000 


Recognized gain for tax purposes None 


(b) Special cases . — With the consent of the r.e?. the tax- 

payer may, however, have the basis of the various c.:.::s or property 
of the class specified in section 1071 and this section adjusted in a 
manner different from the general rule set forth in paragraph (a) 
of this section.^ Variations from such general rule may, for example, 
involve adjusting the basis of only certain units of such property. 
The request for variations from such general rule should be. filed by 
the taxpayer with his return for the taxable year in which he elects 
to have the basis of property reduced under section 1071. Agreement 
between the taxpayer and the Commissioner as to any variations from 
such general rule shall be effective only if incorporated in a closing 
agreement entered into under the provisions of section 7121. 

^ § 1.1071-4 Maxxer of Electiox. — (a) An election under the pro- 
visions of section 1071 shall be in the form of a written statement and 
shall be executed and filed in duplicate. Such statement shall be 
signed by the taxpayer or his authorized representative. In the case 
of a corporation the statement shall be signed wirh the corporate name, 
followed by the signature and title of an officer of the corporation 
empowered to sign for the corporation, and the corporate seal must 
be affixed. An election under section 1071 to reduce the basis of prop- 
erty and an election under such section to treat the sale or exchange 
as an involuntary conversion under section 1033 may be exercised 
independently of each other. An election under section 1071 must be 
filed with the return for the taxable year in which the sale or ex- 
change occurs. Where practicable, the certificate of the Federal 
Communications Commission required by § 1.1071-1 should be filed 
with the election. 

(b) If, in pursuance of an election to have the basis of its property 
adjusted under section 1071, the taxpayer desires to have such basis 
adjusted in any manner different from the general rule set forth in 
paragraph (a) of § 1.1071-3, the precise method (including allocation 
of amounts) should be set forth in detail on separate sheets accom- 
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parrying the election. Consent by the Commissioner to any departure 
from such general rule shall be effected only by a closing agreement 
entered into under the provisions of section 7121. 

EXCHANGES IN OBEDIENCE TO S. E. C. ORDERS 

§ 1.1081 Statutory Provisions ; Exchanges and Distributions in 
Obedience to Orders of the Securities and Exchange Commission ; 
Nonrecognition of Gain or Loss. 

SEC. 1081. NONRECOGNITION OF GAIN OR LOSS ON EXCHANGES 
OR DISTRIBUTIONS IN OBEDIENCE TO ORDERS OF 
S. E. C. 

(a) Exchanges of Stock or Securities Only. — No gain or loss shall be 
recognized to the transferor if stock or securities in a corporation which is a 
registered holding company or a majority-owned subsidiary company are 
transferred to such corporation or to an associate company thereof which is 
a registered holding company or a majority-owned subsidiary company solely 
in exchange for stock or securities (other than stock or securities which are 
nonexempt property), and the exchange is made by the transferee corpora- 
tion in obedience to an order of the Securities and Exchange Commission. 

(b) Exchanges and Sales of Property by Corporations. — 

(1) General rule. — No gain shall be recognized to a transferor cor- 
poration which is a registered holding company or an associate company 
of a registered holding company, if such corporation, in obedience to an 
order of the Securities and Exchange Commission, transfers property in 
exchange for property, and such order recites that such exchange by the 
transferor corporation is necessary or appropriate to the integration or 
simplification of the holding company system of which the transferor 
corporation is a member. Any gain, to the extent that it cannot be 
applied in reduction of basis under section 1082(a)(2), shall be 
recognized. 

(2) Nonexempt property. — If any such property so received is non- 
exempt property, gain shall be recognized unless such nonexempt prop- 
erty or an amount equal to the fair market value of such property at the 
time of the transfer is, within 24 months of the transfer, under regula- 
tions prescribed by the Secretary or his delegate, and in accordance 
with an order of the Securities and Exchange Commission, expended, 
for property other than nonexempt property or is invested as a con- 
tribution to the capital, or as paid-in surplus, of another corporation, 
and such order recites that such expenditure or investment by the 
transferor corporation is necessary or appropriate to the integration or 
simplification of the holding company system of which the transferor 
corporation is a member. If the fair market value of such nonexempt 
property at the time of the transfer exceeds the amount expended and 
the amount invested, as required in the preceding sentence, the gain, 
if any, to the extent of such excess, shall be recognized. 

(3) Cancellation or redemption of stock or securities. — For pur- 
poses of this subsection, a distribution in cancellation or redemption 
(except a distribution having the effect of a dividend) of the whole or a 
part of the transferor’s own stock (not acquired on the transfer) and a 
payment in complete or partial retirement or cancellation of securities 
representing indebtedness of the transferor or a complete or partial 
retirement or cancellation of such securities which is a part of the con- 
sideration for the transfer shall be considered an expenditure for prop- 
erty other than nonexempt property, and if, on the transfer, a liability 
of the transferor is assumed, or property of the transferor is transferred 
subject to a liability, the amount of such liability shall be considered 
to be an expenditure by the transferor for property other than non- 
exempt property. 

(4) Consents. — This subsection shall not apply unless the transferor 
corporatton consents, at such time and in such manner as the Secretary 
or his delegate may by regulations prescribe to the regulations pre- 
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scribed under section 1082 fa) (2) in effect at the time of filing its return 
for the taxable year in which the transfer occurs. 

(e) Distribution of Stock or Securities Only. — 

(1) lx general. — If there is distributed, in obedience to an order of 
the Securities and Exchange Commission, to a shareholder in a cor- 
poration which is a registered holding company or a majority-owned 
subsidiary company, stock or securities ( other than stock ur securities 
which are nonexempt property), without the surrender by such share- 
holder of stock or securities in such corporation, no gain to the dis- 
tributee from the receipt of the stock tr -e.-arkh-s so distributed shall 
be recognized. 

(2) Special rule. — If — 

(A) there is distributed to a shareholder in a corporation rights 
to acquire common stock in a second corporation without the sur- 
render by such shareholder of stock in the first corporation, 

(B) such distribution is in accordance with an arrangement 
forming a ground for an order of the Securities and Exchange 
Commission issued pursuant to section S of the Public Utility Hold- 
ing Company Act of 1 935 i 49 Stat. 810; 15 IT. S. C. 79c) that such 
corporation is exempt from any provision or provisions of such Act, 
and 

(C) before January 1, 1958, the first corporation disposes of all 
of the common stock in the second o upvrnth n which it owns, 

then no gain to the distributee from the receipt of the right so dis- 
tributed shall be recognized. If the first corporation does not, before 
January 1, 1958, dispose of all of the common stock which it owns in 
the second corporation, then the periods of limitation provided ^ in 
sections 6501 and 6502 on the making of an assessment or the »■./: lection 
by levy or a proceeding in court shall, with respect to any deficiency 
(including interest and additions to the tax) resulting solely from the 
receipt of such rights to acquire stock, include one year immediately 
following the date on which the first corporation notifies the Secretary 
or his delegate whether or not the requirements of subparagraph (C) 
of the preceding sentence have been met; and such assessment and 
collection may be made notwithstanding any provision of law or rule 
of law which* would otherwise prevent such assessment and collection, 
(d) Transfers Within System Group. — 

(1) General rule. — No gain or loss shall be recognized to a corpo- 
ration which is a member of a system group — 

(A) if such corporation transfers property to another corpora- 
tion which is a member of the same system group in exchange for 
other property, and the exchange by each corporation is made in obe- 
dience to an order of the Securities and Exchange Commission, or 

(B) if there is distributed to such corporation as a shareholder in 
a corporation which is a member of the same system group, prop- 
erty, without the surrender by such shareholder of stock or securi- 
ties in the corporation making the distribution, and the distribution 
is made and received in obedience to an order of the Securities and 
Exchange Commission. 

If an exchange by or a distribution to a corporation with respect to which 
no gain or loss is recognized under any of the provisions of this para- 
graph mav also be considered to be within the provisions of subsection 
(a), (b), or (c), then the provisions of this paragraph only shall apply. 

(2) Sales of stock or securities.— If the property received on an ex- 
change which is within any of the provisions of paragraph (1) consists 
in whole or in part of stock or securities issued by the corporation from 
which such property was received, and if in obedience to an order of the 
Securities and Exchange Commission such stock or securities (other 
than stock which is not preferred as to both dividends and assets) are 
sold and the proceeds derived therefrom are applied in whole or in part 
in the retirement or cancellation of stock or of securities of tlm recipient 
corporation outstanding at the time of such exchange, no gain or loss 
shall be recognized to the recipient corporation on the sale of the stock 
or securities with respect to which such order was made ; except that if 
any part of the proceeds derived from the sale of such stock or securi- 
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ties is not so applied, or if the amount of such proceeds is in excess of 
the fair market value of such stock or securities at the time of such ex- 
change, the gain, if any, shall be recognized, but in an amount not in 
excess of the proceeds which are not so applied, or in an amount not 
more than the amount by which the proceeds derived from such sale 
exceed such fair market value, whichever is the greater. 

(e) Exchanges Not Solely in Kind. — 

(1) General rule. — If an exchange (not within any of the provisions 
of subsection (d) ) would be within the provisions of subsection (a) if it 
were not for the fact that property received in exchange consists not 
only of property permitted by such subsection to be received without the 
recognition of gain or loss, but also of other property or money, then the 
gain, if any, to the recipient shall be recognized, but in an amount not in 
excess of the sum of such money and the fair market value of such other 
property, and the loss, if any, to the recipient shall not be recognized. 

(2) Distribution treated as dividend. — If an exchange is within the 
provisions of paragraph (1) and if it includes a distribution which has 
the effect of the distribution of a taxable dividend, then there shall be 
taxed as a dividend to each distributee such an amount of the gain rec- 
ognized under such paragraph as is not in excess of his ratable share of 
the undistributed earnings and profits of the corporation accumulated 
after February 28, 1918. The remainder, if any, of the gain recognized 
under paragraph (1) shall be taxed as a gain from the exchange of 
property. 

(f ) Conditions for Application of Section. — Except in the case of a dis- 
tribution described in subsection (c) (2), the provisions of this section shall 
not apply to an exchange, expenditure, investment, distribution, or sale 
unless — 

(1) the order of the Securities and Exchange Commission in obedience 
to which such exchange, expenditure, investment, distribution, or sale 
was made recites that such exchange, expenditure, investment, distribu- 
tion, or sale is necessary or appropriate to effectuate the provisions of 
section 11 (b) of the Public Utility Holding Company Act of 1935 (49 
Stat. 820 ; 15 U. S. C. 79k (b) ) , 

(2) such order specifies and itemizes the stock and securities and 
other property which are ordered to be acquired, transferred, received, 
or sold on such exchange, acquisition, expenditure, distribution, or sale, 
and, in the case of an investment, the investment to be made, and 

(3) such exchange, acquisition, expenditure, investment, distribution, 
or sale was made in obedience to such order, and was completed within 
the time prescribed therefor. 

(g) Nonapplication of Other Provisions.— If a distribution described in 
subsection (c)(2), or an exchange or distribution made in obedience to an 
order of the Securities and Exchange Commission, is within any of the 
provisions of this part and may also be considered to be within any of the 
other provisions of this subchapter or subchapter C (sec. 301 and following, 
relating to corporate distributions and adjustments), then the provisions 
of this part only shah apply. 

§ L1081-1 Terms Used. — The following terms, when used in this 
section and §§ 1.1081—2 to 1.1083-1, inclusive, shall have the meanings 
assigned to them in section 1083 : “Order of the Securities and Ex- 
change Commission 5 ’; “registered holding company”; “holding com- 
pany system”; “associate company”; “majority-owned subsidiary 
company 5 ; “system group”; “nonexempt property 5 ?; and “stock or 
f^ tles -. Any other term used in this section and §§ 1.1081-2 to 
i ’ inclusive, which is defined in the Internal Revenue Code of 
1954, shall be given the respective definition contained in such Code. 

§1.1081-2 Purpose and Scope of Exception. — (a) The general 
rule is that the entire amount of gain or loss from the sale or exchange 
of property is to be recognized (see section 1002) and that the entire 
amount received as a dividend is to be included in gross in come. ( See 
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sections 61 and SOI.) Exceptions to the general rule are provided 
elsewhere m subchapters C and Q of chapter 1, one of which is that 
made- by section 1081 with respect to exchanges, sales, and distribu- 
tions specifically described in section 1081. Section 1081 provides 
the extent to which gain or loss is not to be recognized on (1) the 
receipt of a distribution described in section 1081(c)(2), or ‘(2) an 
exchange or sale, or the receipt of a distribution, made in obedience 
to an order of the Securities and Exchange Commission^ which is 
issued to effectuate the provisions of section lib oi -'he Public 
Utility Holding Company Act of 1935 (15 U. S. C . 7, h b , . Section 
331 provides that a distribution in liquidation of a corporation shall 
be treated as an exchange. Such distribution is to be treated as an 
exchange under the provisions of sections 10S1 to 1083, inclusive. 
The order of the Securities and Exchange Commission must be one 
requiring or approving action which the Commission finds to be 
necessary or appropriate to effect a simplification or geographical 
integration of a particular public utility holding company system. 
For specific requirements with respect to an order of the Securities 
and Exchange Commission see section 1081(f). 

(b) The requirements for non recognition of gain or loss as pro- 
vided in section 1081 are precisely stated with respect to the following 
general types of transactions : 

(1) The exchange that is provided for in section 1081(a), in 
which stock or securities in a registered holding company or a 
majority-owned subsidiary company are exchanged for stock or 
securities. 

(2) The exchange that is provided for in section 1081(b), in 
which a registered holding company or an associate company of 
a registered holding company exchanges property for property. 

(3) The distribution that is provided for in section 1081(c) (1), 
in which stock or securities are distributed to a shareholder in a 
corporation which is a registered holding company or a majority- 
owned subsidiary company, or the disrribnrion that is provided for 
in section 1081(c)(2), in which a corporation distributes to a 
shareholder, rights to acquire common stock in a second corporation. 

(4) The transfer that is provided for in section 1081(d), in 
which a corporation which is a member of a system group transfers 
property to another member of the same system group. 

Certain rules with respect to the receipt of nonexempt property on an 
exchange described in section 1081(a) are prescribed in section 
1081(e). 

(c) These exceptions to the general rule are to be strictly construed. 
Unless both the purpose and the specific requirements of sections 1081 
to 1083, inclusive, are clearly met, the recognition of gain or loss upon 
the exchange, sale, or distribution will not be postponed under those 
sections. Moreover, even though a taxable transaction occurs in con- 
nection or simultaneously with a realization of gain or loss to which 
nonrecognition is accorded, nevertheless, nonrecognition will not be 
accorded to such taxable transaction. In other words, the provisions 
of section 1081 do not extend in any case to gain or loss other than that 
realized from and directly attributable to a disposition of property as 
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such, or the receipt of a corporate distribution as such, in an exchange 
sale, or distribution specifically described in section 1081. ° ? 

(d) The application of the provisions of sections 1081 to 1083 
inclusive, is intended to result only in postponing the recognition of 
gain or loss until a disposition of property is made which is not cov- 
ered by such provisions, and, in the case of an exchange or sale subject 
to the provisions of section 1081(b), in the reduction of basis of 
certain property. The provisions of section 1082 with respect to the 
continuation of basis and the reduction in basis are designed to effect 
these results. Although the time of recognition may be shifted, there 
must be a true reflection of income in all cases, and it is intended that 
the provisions of sections 1081 to 1083, inclusive, shall not be con- 
strued or applied in such a way as to defeat this purpose. 

§ 1.1081-3 Exchanges oe Stock ok Securities Solely for Stock 
or Securities. — The exchange, without the recognition of gain or 
loss, that is provided for in section 1081(a) must be one in which 
stock or securities in a corporation which is a registered holding com- 
pany or a majority-owned subsidiary company are exchanged solely 
for stock or securities other than stock or securities which constitute 


nonexempt property. An exchange is not within the provisions of 
section 1081(a) unless the stock or securities transferred and those 
received are stock or securities as defined by section 1083(f). The 
stock or securities which may be received without the recognition of 
gain or loss are not limited to stock or securities in the corporation 
from which they are received. An exchange within the provisions 
of section 1081(a) may be a transaction between the holder of stock 
or securities and the corporation which issued the stock or securities. 
Also the exchange may be made by a holder of stock or securities with 
an associate company (i. e., a corporation in the same holding com- 
pany system with the issuing corporation) which is a registered hold- 
ing company or a majority-owned subsidiary company. In either 
case, the nonrecognition provisions of section 1081(a) apply only to 
the holder of the stock or securities. However, the transferee cor- 
poration must be acting in obedience to an order of the Securities and 
Exchange Commission directed to such corporation, if no gain or loss 
is to be recognized to the holder of the stock or securities who makes 
the exchange with such corporation. See also section 1081(b), in 
case the holder of the stock or securities is a registered holding com- 
pany or an associate company of a registered holding company. An 
exchange is not within the provisions of section 1081(a) if it is within 
the provisions of section 1081 ( d) , relating to transfers within a system 
t ^ eatment when nonexempt property is received, see sec- 
tion 1081(e) ; for further limitations, see section 1081(f) . 

§ 1.1081-4 Exchanges oe Property for Property by Corpora- 
noNS. (a) Application of section 1081 (b) .—Section 1081 (b) applies 
?aq*i /. ?\ * e * transfers specified therein with respect to which section 
1081 ( d) is inapplicable, and deals only with such transfers if gain is 
realized upon the sale or other disposition effected by such trans- 
iers. If loss is realized section 1081(b) is inapplicable and the 
application of other provisions of subtitle A must be determined, 
bee section 1081(g). If section 1081(b) is applicable, the other pro- 
visions of subchapters C and O relating to the nonrecognition of gain 
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are inapplicable, and the conditions under which, and the extent to 
which, the realized gain is not recognized are set forth in paragraphs 

(b), (c), (d), (e),and (f) of this section, 

(b) Nonrecognition of gain ; no nonexempt proceeds . — Xo gain is 
recognized to a transferor corporation upon the sale or other disposi- 
tion of property transferred by such transferor corporation in ex- 
change solely for property other than nonexempt property, as defined 
in section 1083(e), but only if all of the following requirements are 
satisfied : 

(1) The transferor corporation is, under the definition in sec- 
tion 1083 (b) ? a registered holding company or an associate com- 
pany of a registered holding company : 

(2) Such transfer is in obedience to an order of the Securities 
and Exchange Commission (as defined in section 1083(a)) and 
such order satisfies the requirements of section 1081(f) ; 

(3) The transferor corporation has filed the required consent 
to the regulations under section 1082(a) (2) (see paragraph (g) 
of this section) ; and 

(4) The entire amount of the gain, as determined under section 
1001, can be applied in reduction of basis under section 1082(a) (2) . 

(c) Nonrecognition of gain / nonexempt proceeds. — If the trans- 
action would be within the provisions of paragraph (b) of this sec- 
tion if it were not for the fact that the property received in exchange 
consists in whole or in part of nonexempt property (as defined in sec- 
tion 1083(e) ), then no gain is recognized if such nonexempt property, 
or an amount equal to the fair market value of such nonexempt 
property at the time of the transfer, 

(1) Is expended within the required 24-month period for prop- 
erty other than nonexempt property ; or 

(2) Is invested within the required 24-month period as a con- 
tribution to the captial, or as paid-in surplus, of another corporation ; 

but only if the expediture or investment is made _ 

(3) In accordance with an order of the Securities and Ex- 

change Co mmi ssion (as defined in section 1083(a)) which satisfies 
the requirements of section 1081(f) and which recites that such 
expenditure or investment by the transferor corporation is neces- 
sary or appropriate to the integration or simplification of the hold- 
mp * company system of which the transferor corporation is a mem- 
ber; and a . , , , 

(4) The required consent, waiver, and bond have been executed 
and filed. See paragraphs (g) and (h) of this section. 

(d) Recognition of gain in part; insufficient expenditure or invest- 
ment in case of nonexempt proceeds . — If the transaction would be 
within the provisions of paragraph (c) of this section if it were not 
for the fact that the amount expended or invested is less than the fair 
market value of the nonexempt property received in exchange, then 
the gain, if any, is recognized, but in an amount not in excess of the 
amount by which the fair market value of such nonexempt property 
at the time of the transfer exceeds the amount so expended and 

- invested. 
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(e) Items treated as expenditures for the purpose of paragraphs 

(c) and (d) of this section. — For the purposes of paragraphs (c) and 

(d) of this section, the following are treated as expenditures for prop- 
erty other than nonexempt property : 

(1) A distribution in cancellation or redemption (except a dis- 
tribution having the effect of a dividend) of the whole or a part of 
the transferor’s own stock (not acquired on the transfer) ; 

(2) A payment in complete or partial retirement or cancellation 
of securities representing indebtedness of the transferor or a com- 
plete or partial retirement or cancellation of such securities which 
is a part of the consideration for the transfer ; and 

(3) If, on the transfer, a liability of the transferor is assumed, 
or property of the transferor is transferred subject to a liability, 
the amount of such liability. 

(f) Recognition of gain in part; inability to reduce basis. — If the 
transaction would be within the provisions of paragraph (b) or (e) 
of this section, yf it were not for the fact that an amount of gain 
cannot be applied in reduction of basis under section 1082(a)(2), 
then the gain, if any, is recognized, but in an amount not in excess of 
the amount which cannot be so applied in reduction of basis. If the 
transaction would be within the provisions of paragraph (d) of this 
section, if it were not for the fact that an amount of gain cannot be 
applied in reduction of basis under section 1082(a) (2), then the gain, 
if any, is recognized, but in an amount not in excess of the aggregate 
of — 

(1) The amount of gain which would be recognized under para- 
graph (d) of this section if there were no inability to reduce basis 
under section 1082(a) (2) ; and 

(2) The amount of gain which cannot be applied in reduction 
of basis under section 1082 (a)(2). 

. (s) Consent to regulations under section 1082(a) (2). — To be en- 
titled to the benefits of the provisions of section 1081 (b) , a corporation 
must file with its return for the taxable year in which the transfer 
occurs a consent to have the basis of its property adjusted under 
section 1082(a) (2) ^ (see § 1.1082-3), in accordance with the provi- 
sions of the regulations in effect at the time of filing of the return for 
the taxable year in which the transfer occurs. Such consent shall be 
made m duplicate on Form 982 A in accordance with these regulations 
and instructions on the form or issued therewith. 

(k-) Requirements with respect to expenditure or investment. — If 
the full amount of the expenditure or investment required for the 
application of paragraph ( c) of this section has not been made by the 
^ . ^ axa kle year in which such transfer occurred, the taxpayer 
a "ftuth the return for such year an application for the benefit of 
the 24-month period for expenditure and investment, reciting the na- 
ture and time of the proposed expenditure or investment. When re- 
quested by the district director of internal revenue, the taxpayer shall 
execute and file (at such time and in such form) such waiver of the 
statute of limitations with respect to the assessment of deficiencies 
(for the taxable year of the transfer and for all succeeding taxable 
years m any of which falls any part of the period beginning with the 

§U08t4(e) 



465 


date of the transfer and ending 24 months thereafter) as the district 
director may specify, and such bond with such surety as the district 
director may require, in an amount not in excess of double the esti- 
mated maximum income tax which would be payable if the corpora- 
tion does not make the required expenditure or investment within the 
required 24-month period. 

§ 1.1081-5 Distribution Solely of Stock or Securities. — (a) I n 
general. — If, without any surrender of Ms stock or securities as de- 
fined in section 1083(f)," a shareholder in a corporation which is a 
registered holding company or a majority-owned subsidiary com- 
pany receives stock or securities in such corporation or owned by such 
corporation, no gain to the shareholder will be recognized with respect 
to the stock or securities received by such shareholder which do not 
constitute nonexempt property, if the distribution to such shareholder 
is made by the distributing corporation in obedience to an order of die 
Securities and Exchange Commission directed to such corporation. 
A distribution is not within the provisions of section 1081 (c) ( 1 ). if it 
is within the provisions of section 1081 (d), relating to transfers within 
a system group. A distribution is also not within the provisions of 
section 1081(c) (1) if it involves a surrender by the shareholder 
of stock or securities or a transfer by the shareholder of property in 
exchange for the stock or .securities received by the shareholder. For 
further limitations, see section 1081(f). 

(b) S pedal rule . — (1) If there is distributed to a shareholder in a 
corporation rights to acquire common stock in a second corporation, no 
gain to the shareholder from the receipt of the rights shall be recog- 
nized, but only if all the following requirements are met: 

(i) The rights are received bv the shareholder without the sur- 
render by the shareholder of any stock in the distributing 

corporation, . 

(li) Such distribution is in accordance with an arrangement 
forming a ground for an order of the Securities and Exchange 
Commission issued pursuant to section 3 of the Public Ltihty 
Holding Company Act of 1935 (15 IT. S. C. 79c) that the dis- 
tributing corporation is exempt from any provision or provisions 

of such Act, and ,. 

(iii) Before January 1, 1958, the distributing corporation dis- 
poses of all the common stock in the second corporation which it 


owns. 

(2) The distributing corporation shall, as soon as practicable, notify 
the district director or internal revenue in whose district the corpo- 
ration’s income tax return and supporting data was filed (see. para- 
graph (g) of 8 1.1081-11), as to whether or not requirement (hj) b ot 
subparagraph (b ) ( 1 ) of this paragraph has been met If such require- 
ment has not been met, the periods of limitation (sections 6501 and 
6502) with respect to any deficiency, including interest and additions 
to the tax, resulting solely from the receipt of such rights to acquire 
stock, shall include one year immediately following the date of such 
notification: and assessment and collection shall be made notwith- 
standing any provisions of law or rule of law which would otherwise 
prevent such assessment and collection. 
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§ 1.1081-6 Transfers Within System Group. — (a) The nonrec- 
ognition of gain or loss provided for in section 1081(d) (1) is appli- 
cable to an exchange of property for other property (including money 
and other nonexempt property) between corporations which are all 
members of the same system group. The term “system group” is 
defined in section 1083(d) . 

(b) Section 1081(d)(1) also provides for nonrecognition of gain 
to a corporation which is a member of a system group if property 
(including money or other nonexempt property) is distributed to such 
corporation as a shareholder in a corporation which is a member of 
the same system group, without the surrender by such shareholder of 
stock or securities in the distributing corporation. 

(c) As stated in § 1.1081-2, nonrecognition of gain or loss will not be 
accorded to a transaction not clearly provided for in sections 1081 to 
1083, inclusive, even though such transaction occurs simultaneously 
or in connection with an exchange, sale, or distribution to which non- 
recognition is specifically accorded. Therefore, nonrecognition will 
not be accorded to any gain or loss realized from the discharge, or 
the removal of the burden, of the pecuniary obligations of a member 
of a system group, even though such obligations are acquired upon a 
transfer or distribution specifically described in section 1081(d) (1) ; 
but the fact that the acquisition of such obligations was upon a transfer 
or distribution specifically described in section 1081(d) (1) will, be- 
cause of the basis provisions of section 1082(d), affect the cost to the 
member of such discharge or its equivalent. Thus, section 1081 (d)(1) 
does not provide for the nonrecognition of any gain or loss realized 
from the discharge of the indebtedness of a member of a system group 
as the result of the acquisition in exchange, sale, or distribution of its 
own bonds, notes, or other evidences of indebtedness which were ac- 
quired by another member of the same system group for a considera- 
tion less or more than the issuing price thereof (with proper adjust- 
ments for amortization of premiums or discounts) . 

(d) The provisions of paragraph (c) of this section may be illus- 
trated by the f ollowing example : 

# Example . Suppose that the A Corporation and the B Corpora- 
tion are both members of the same system group ; that the A Cor- 
poration holds at a cost of $900 a bond issued by the B Corporation 
at par, $1,000; and that the A Corporation and the B Corporation 
enter into am exchange subject to the provisions of section 1081(d) 
(1) in which the $1,000 bond of the B Corporation is transferred 
from the A Corporation to the B Corporation. The $900 basis re- 
flecting the cost to the A Corporation which would have been the 
basis available to the B Corporation if the property transferred to 
it had been something other than its own securities (see § 1.1082-6) 
will in this type of transaction, reflect the cost to the B Corporation 
of effecting a retirement of its own $1,000 bond. The $100 gain of 
the B Corporation reflected in the retirement will therefore be 
recognized. 

(e) No exchange or distribution may be made without the recogni- 
tion of gain or loss as provided for in section 1081(d) (1) , unless all 
the corporations which are parties to such exchange or distribution 
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are acting in obedience to an order of the Securities and Exchange 
Commission. If an exchange or distribution is within the provisions 
of section 1081(d) (1) and also may be considered to be within some 
other provisions of section 1081, it shall be considered that only the 
provisions of section 1081(d) (1) apply and that the nonrecognition 
of gain or loss upon such exchange or distribution is by virtue of that 
section. 

§ 1.1081-7 Sale of Stock or Securities Received Upon Exchange 
by Members of System Group. — (a) Section 1081(d)(2) provides 
that to the extent that property received upon an exchange by corpo- 
rations which are members of the same system group consists of stock 
or securities issued by the corporation from which such property was 
received, such stock or securities may, under certain specifically de- 
scribed circumstances, be sold to a party not a member of the system 
group, without the recognition of gain or loss to the selling corporation. 
The nonrecognition of gain or loss is limited, in the case of stock, to 
a sale of stock which is preferred as to both dividends and assets. The 
stock or securities must have been received upon an exchange with 
respect to which section 1081(d) (1) operated to prevent recognition 
of gain or loss to any party to the exchange. Nonrecognition of gain 
or loss upon the sale of such stock or securities is permitted only if 
the proceeds derived from the sale are applied in retirement or can- 
cellation of stock or securities of the selling corporation which were 
outstanding at the time the exchange was made. It is also essential 
to nonrecognition of gain or loss upon the sale that both the sale of 
the stock or securities and the application of the proceeds derived 
therefrom be made in obedience to an order of the Securities and 
Exchange Commission. If any part of the proceeds derived from the 
sale is not applied in making the required retirement or cancellation 
of stock or securities and if the sale is otherwise within the provisions 
of section 1081(d) (2), the gain resulting from the sale shall be rec- 
ognized, but in an amount not in excess of the proceeds which are not 
so applied. In any event, if the proceeds derived from the sale of the 
stock or securities exceed the fair market value of such stock or secu- 
rities at the time of the exchange through which they were acquired 
by the selling corporation, the gain resulting from the sale is to be 
recognized to the extent of such excess. Section 1081(d) (2) does pot 
provide for the nonrecognition of any gain resulting from the retire- 
ment of bonds, notes, or other evidences of indebtedness for a consid- 
eration less than the issuing price thereof. Also, that section does 
not provide for the nonrecognition of gain or loss upon the^ sale of 
any stock or securities received upon a distribution or otherwise than 
upon an exchange. 

(b) The application of paragraph (a) of this section may be illus- 
trated by the following example: 

Example . The X Corporation and the Y Corporation, both of 
which make their income tax returns on a calendar year basis, are 
members of the same system group. As part of an exchange to 
which section 1081(d) (1) is applicable the Y Corporation on June 
1, 1954, issued to the X Corporation 1,000 shares of class A stock, 
preferred as to both dividends and assets. The fair market value 
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of such stock at the time of issuance was $90,000 and its basis to the 
X Corporation was $75,000. On December 1, 1954, in obedience to 
an appropriate order of the Securities and Exchange Commission, 
the X Corporation sells all of such stock to the public for $100,000 
and applies $95,000 of this amount to the retirement of its own 
bonds, which were outstanding on June 1, 1954. The remaining 
$5,000 is not used to' retire any of the X Corporation’s stock or 
securities. Of the total gain of $25,000 realized on the disposition 
of the Y Corporation stock, only $10,000 is recognized (the differ- 
ence between the fair market value of the stock when acquired and 
the amount for which it was sold), since such amount is greater 
than the portion ($5,000) of the proceeds not applied to the retire- 
ment of the X Corporation’s stock or securities. If in this example 
the stock acquired by the X Corporation had not been stock of the 
Y Corporation issued to the X Corporation or if it had been stock 
not preferred as to both dividends and assets, the full amount of 
the gain ($25,000) realized upon its disposition would have been 
recognized, regardless of what was done with the proceeds. 

§ 1.1081-8 Exchanges in Which Money or Other Xonexempt 
Property Is Received. — (a) Under section 1081(e)(1), if in any 
exchange (not within any of the provisions of section 1081(d)) in 
which stock or securities in a corporation which is a registered holding 
company or a majority-owned subsidiary are exchanged for stock or 
securities as provided for in section 1081(a), there is received by the 
taxpayer money or other nonexempt property (in addition to property 
permitted to be received without recognition of gain) , then — 

(1) The gain, if any, to the taxpayer is to be recognized in an 
amount not in excess of the sum of the money and the fair market 
value of the other nonexempt property, but 

(2) The loss, if any, to the taxpayer from such an exchange is 
not to be recognized to any extent. 

(b) If money or other nonexempt property is received from a 
corporation in an exchange described in paragraph (a) of this section 
and if the distribution of such money or other nonexempt property by 
or on behalf of such corporation has the effect of the distribution of a 
taxable dividend, then, as provided in section 1081(e) (2), there shall 
be taxed to each distributee (1) as a dividend, such an amount of the 
gam recognized on the exchange as is not in excess of the distributee’s 
ratable share of the undistributed earnings and profits of the corpora- 
tion accumulated after February 28, 1913, and (2) the remainder of 
the gam so recognized shall be taxed as a gain from the exchange of 
property. 

§ 1.1081—9 Requirements With Respect to Order oe Securities 
and Exchange Commission. — The term “order of the Securities and 
Exchange Commission” is defined in section 1083(a) . In addition to 
the requirements specified in that definition, section 1081(f) provides 
that, except in the case of a distribution described in section 
1081(c)(2), the provisions of section 1081 shall not apply to an 
exchange, expenditure, investment, distribution, or sale unless each 
of the following requirements is met : 
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(a) The order of the Securities and Exchange Commission must 
recite that the exchange, expenditure, investment, distribution, or 
sale is necessary or ap prspriare :o effectuate the provisions of 
section 11(b) of the Public Lkilitv Holding Company Act of 1935 
(15 U. S. C. 79k (b) ). 

(b) The order shall specify and itemize the stocks and securities 
and other property (including money) which are ordered to be 
acquired, transferred, received, or sold upon such exchange, acqui- 
sition, expenditure, distribution, or sale and, in the case of an 
investment, the investment to be made, so as clearly to identify such 
property. 

(c) The exchange, acquisition, expenditure, investment, distri- 
bution, or sale shall be made in obedience to such oruer nun shall 
be completed within the time prescribed in such order. 

These requirements were not designed merely to simplify the admin- 
istration of the provisions of section 1081, and they are not to be 
considered as pertaining only to administrative matters. Each one of 
the three requirements is essential and must be met if gain or loss is 
not to be recognized upon the transaction. 

♦ § 1.1081-10 Nonapplication of Other Provisions of the Internal 

Revenue Code of 1954. — The effect of section 1081(g) is that an ex- 
change, sale, or distribution which is within section 1081 shall, with 
respect to the nonrecognition of gain or loss and^ the determination of 
basis, be governed only by sections 1081 to 1083, inclusive, the purpose 
being to prevent overlapping of the provisions of such sections and 
other provisions of subtitle A. In other words, if by virtue of section 
1081 any portion of a person's gain or loss on any particular exchange, 
sale, or" distribution is not to be recognized, then the gain or loss of 
such person shall be nonrecognized only to the extent provided m 
section 1081, regardless of what the result might have been if sections 
1081 to 1083, inclusive, had not been enacted; and similarly, the basis 
in the hands of such person of the property received by him m such 
transaction shall be the basis provided by section 1082, regardless of 
what the basis of such property might have been under section lull 
if sections 1081 to 1083, inclusive, had not been enacted. On the other 
hand, if section 1081 does not provide for the nonrecognition of any 
portion of a person’s gain or loss (whether or not such person is 
another party to the same transaction referred to above), then the 
gain or loss of such person shall be recognized or nonrecognized to 
the extent provided for by other provisions of subtitle A as if sections 
1081 to 1083, inclusive, had not been enacted ; and similarly, the basis 
in his hands of the property received by him in such transaction shall 
be the basis provided by other provisions of subtitle A as if sections 
1081 to 1083, inclusive, had not been enacted. 

8 1 1081-11 Records To Be Kept and Information To Be # Filed 
With Returns.-W Exchanges ; holders ^ of stock or ^curitws- 
Every holder of stock or securities who receives stock or securities and 
other property (including money) upon an exchange shail, if the ex- 
change is made with a corporation acting m obedience to an order of 
the Securities and Exchange Commission, file as a part of his income 
tax return for the taxable year in which the exchange takes place a 
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complete statement of all facts pertinent to the nonrecognition of gain 
or loss upon such exchange, including — 

(1) A clear description of the stock or securities transferred in 
the exchange, together with a statement of the cost or other basis 
of such stock or securities. 

(2) The name and address of the corporation from which the 
stock or securities were received in the exchange. 

(r3) A statement of the amount of stock or securities and other 
property (including money) received from the exchange. The 
amount of each kind of stock or securities and other property 
received shall be set forth upon the basis of the fair market 
value thereof at the date of the exchange. 

(b) Exchanges / corporations subject to S. E . 0. orders . — Each cor- 
poration which is a party to an exchange made in obedience to an 
order of the Securities and Exchange Commission directed to such 
corporation shall file as a part of its income tax return for its taxable 
year in which the exchange takes place a complete statement of all 
facts pertinent to the nonrecognition of gain or loss upon such 
exchange, including — 

(1) A copy of the order of the Securities and Exchange Com- 
mission directed to such corporation, in obedience to which the 
exchange was made. 

(2) A certified copy of the corporate resolution authorizing the 
exchange. 

(3) # A clear description of all property, including all stock or 
securities, transferred in the exchange, together with a complete 
statement of the cost or other basis of each class of property. 

(4) The date of acquisition of any stock or securities trans- 
ferred in the exchange, and, if any of such stock or securities were 
acquired by the corporation in obedience to an order of the Securities 
and Exchange Commission, a copy of such order. 

(5) The name and address of all persons to whom any property 
was transferred in the exchange. 

(6) If any property transferred in the exchange was transferred 
to another corporation, a copy of any order of the Securities and 
Exchange Commission directed to the other corporation, in obedi- 
ence to which the exchange was made by such other corporation. 

(7) If the corporation transfers any nonexempt property, the 

amount of the undistributed earnings and profits of the corpora- 
tion accumulated after February 28, 1913, to the time of the ex- 
change, computed in accordance with the last sentence in paragraph 
(b) of § 1.316-2. * ^ * 

(8) A statement of the amount of stock or securities and other 
property (including money) received upon the exchange, includ- 
ing a statement of all distributions or other dispositions made 
thereof. The amount of each kind of stock or securities and other 
property received shall be stated on the basis of the fair market 
value thereof at the date of the exchange. 

_ (9) A statement showing as to each class of its stock the num- 
ber of shares and percentage owned by any other corporation, 
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tlie voting rights and voting power, and the preference (if any) 
as to both dividends and assets. 

(10) The term “exchange” shall, whenever occurring in ^this 
paragraph, be read as “exchange, expenditure, or investment/' 

(c) Distributions ; shareholders . — Each share holder who receives 
stock or securities or other property (including money) upon a dis- 
tribution made by a corporation in obedience to an order of the Se- 
curities and Exchange Commission shall file as a part of his income 
tax return for the taxable year in which such distribution is received 
a complete statement of all facts pertinent to the nonrecognition of 
gain upon such distribution, including — 

(1) The name and address of the corporation from which the 
distribution is received. 

(2) A statement of the amount of stock or securities or other 
property received upon the distribution, including (in case the 
shareholder is a corporation) a statement of all distributions or 
other disposition made of such stock or securities or other prop- 
erty by the shareholder. The amount of each class of stock or 
securities and each kind of property shall be stated on the basis 
of the fair market value thereof at the date of the distribution. 

(3) If the shareholder is a corporation, a statement showing as 
to each class of its stock the number of shares and percentage o r.er. 
by a registered bolding company or a majority-owned subsidiary 
company of a registered holding company, the voting rights and 
voting power, and the preference (if any) as to both dividends 
and assets. 


(d) Distributions; distributing corporation subject to S. E. CL 
orders . — Every corporation making a distribution in obedience to an 
order of the Securities and Exchange Commission shall file as a part 
of its income tax return for its taxable year in which the distribution 
is made a complete statement of all facts pertinent to the non recogni- 
tion of gain to the distributee upon such distribution including— 

(1) A copy of the order of the Securities and Exchange Com- 
mission, in obedience to which the distribution was made. ^ # 

(2) A certified copy of the corporate resolution authorizing the 

distribution. - 

(3) A statement of the amount of stock or securities or other 
property (including monev) distributed to each shareholder, lne 
amount of each kind of stock or securities or other property shall 
be stated on the basis of the fair market value thereof at the date 

of the distribution. . , 

(4) The date of acquisition of the stock or securities distributed, 
and, if any of such stock or securities were acquired by the dis- 
tributing corporation in obedience to an order of the Securities 
and Exchange Commission, a copy of such order. 

(5) The amount of the undistributed earnings and Profits of 
the corporation accumulated after February 28, 1913, to the time 
of the distribution, computed in accordance with the last sentence 

m g^^nt slowing as to each class of its stock the number 
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of shares and percentage owned by any other corporation, the voting 
rights and voting power, and the preference (if any) as to both 
dividends and assets. 

(e) Sales by members of system groups . — Each corporation which 
is a member of a system group and which in obedience to an order of 
the Securities and Exchange Commission sells stock or securities re- 
ceived upon an exchange (made in obedience to an order of the Se- 
curities and Exchange Commission) and applies the proceeds derived 
therefrom in retirement or cancellation of its own stock or securities 
shall file as a part of its income tax return for the taxable year in 
which the sale is made a complete statement of all facts pertaining 
to the nonrecognition of gain or loss upon such sale, including — 

(1) A copy of the order of the Securities and Exchange Com- 
mission in obedience to which the sale was made. 

(2) A copy of the order of the Securities and Exchange Com- 
mission in obedience to which the proceeds derived from the sale 
were applied in whole or in part in the retirement or cancellation 
of its stock or securities. 

(3) A certified copy of the corporate resolutions authorizing the 
sale of the stock or securities and the application of the proceeds 
derived therefrom. 

(4) A clear description of the stock or securities sold, including 
the name and address of the corporation by which they were issued. 

(5) The date of acquisition of the stock or securities sold, to- 
gether with a statement of the fair market value of such stock or 
securities at the date of acquisition, and a copy of all orders of the 
Securities and Exchange Commission in obedience to which such 
stock or securities were acquired. 

(6) The amount of the proceeds derived from such sale. 

. (^). The portion of the proceeds of such sale which was applied 
in retirement or cancellation of its stock or securities, together with 
a statement showing how long such stock or securities were out- 
standing prior to retirement or cancellation. 

. (®) The issuing price of its stock or securities which were re- 
tired or canceled. 

(f) Section 1081 (c) (2) distributions / shareholders . — Each share- 
holder who receives a distribution described in section 1081(c) (2) 
(concerning rights to acquire common stock) shall file as a part of his 
income tax return for the taxable year in which such distribution is 
received ^ complete statement of all the facts pertinent to the non- 
recognition of gain upon such distribution, including— 

(!) The name and address of the corporation from which the 
distribution is received. 

(^) statement of the amount of the rights received upon the 
distribution, stated on the basis of their fair market value at the 
date of the distribution. 

(g) Section 1081(c) (2\ distributions ; distributing corporations . — 
iAQi r 7 \ FP? ratlon .making a distribution described in section 
iu»l(c) (2) (concerning rights to acquire common stock) shall file as 
a part of its income tax return for its taxable year in which the dis- 
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tribution is .made a complete statement of all facts pertinent to the 
nonrecognition of gain to the distributees upon such distribution 
including — 

(1) A copy of the arrangement forming the basis for the issu- 
ance of the order by the Securities and Exchange Commission. 

(2) A copy of the order issued by the Securities and Exchange 
Commission pursuant to section S of the Public Utility Holding 
Company Act of 1935. 

(3) A certified copy of the corporate resolution authorizing the 
arrangement and the distribution. 

(4) A statement of the amount of the rights distributed to each 
shareholder, stated on the basis of their fair market value at the 
date of the distribution. 

(5) The date of acquisition of the stock with respect to which 
such rights are distributed, and. if any were acquired by the dis- 
tributing corporation in obedience to an order of the Securities 
and Exchange Commission, a copy of such order. 

(6) The amount of the undistributed earnings and profits of 
the distributing corporation accumulated after February 28, 1913, 
to the time of the distribution, computed in accordance with the 
last sentence in paragraph [b ; of § 1.316-2. 

(h) General requirements . — Permanent records in substantial form 
shall be kept by every taxpayer who participates in an exchange or 
distribution to which sections 1081 to 2GS3, inclusive, are applicable, 
showing the cost or other basis of the property transferred and the 
amount of stock or securities and other property (including money) 
received, in order to facilitate the determination of gain or loss from 
a subsequent disposition of such stock or securities and other property 
received on the exchange or distribution. 

§ 1.1082 Statutory Provisions; Basis of Property Acquired in 
Exchanges and Distributions Made in Obedience to Orders of the 
Securities and Exchange Commission. 

SEC. 1082. BASIS FOB DETERMINING GAIN OR LOSS. 


(a) Exchanges Generally. — 

(1) Exchanges subject to the provisions of section 1081(a) or 
(e). — if the property was acquired on an exchange subject to the provi- 
sions of section 10Sl(a) or (e), or the corresponding provisions of prior 
internal revenue laws, the basis shall be the same as in the ease of the 
property exchanged, decreased in the amount of any money received by 
the taxpayer, and increased in the amount of gain or decreased in the 
amount of loss to the taxpayer that was recognized on such exchange 
under the law applicable to the year in which the exchange was made. 

If the property so acquired consisted in part of the type of property 
permitted by section 1081(a) to be received without the recognition of 
gain or loss, and in part of nonexempt property, the basis provided in 
this subsection shall be allocated between the properties (other than 
money) received, and for the purpose of the allocation there shall be 
assigned to such nonexempt property (other than money) an amount 
equivalent to its fair market value at the date of the exchange. This 
subsection shall not apply to property acquired by a corporation by the 
issuance of its stock or securities as the consideration in whole or m 
part for the transfer of the property to it. 

(2) Exchanges subject to the provisions of section ine 

gain not recognized on a transfer by reason of section 1081(h) or the 
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corresponding provisions of prior internal revenue laws shall be applied 
to reduce the basis for determining gain or loss on sale or exchange of 
the following categories of property in the hands of the transferor im- 
mediately after the transfer, and property acquired within 24 months 
after such transfer by an expenditure or investment to which section 
1081 ( b ) relates on account of the acquisition of which gain is not recog- 
nized under such subsection, in the following order : 

(A) property of a character subject to the allowance for deprecia- 
tion under section 167 ; 

(B) property (not described in subparagraph (A) ) with respect 
to which a deduction for amortization is allowable under section 


168 or 169 ; 

(0) property with respect to which a deduction for depletion is 
allowable under section 611 but not allowable under section 613 ; 

(D) stock and securities of corporations not members of the sys- 
tem group of which the transferor is a member ( other than stock or 
securities of a corporation of which the transferor is a subsidiary) ; 

(E) securities (other than stock) of corporations which are mem- 
bers of the system group of which the transferor is a member ( other 
than securities of the transferor or of a corporation of which the 
transferor is a subsidiary) ; 

(F) stock of corporations which are members of the system group 
of which the transferor is a member ( other than stock of the trans- 
feror or of a corporation of which the transferor is a subsidiary) ; 

(G) all other remaining property of the transferor (other than 
stock or securities of the transferor or of a corporation of which 
the transferor is a subsidiary). 

The manner and amount of the reduction to be applied to particular 
property within any of the categories described in subparagraphs (A) 
to (G), inclusive, shall be determined under regulations prescribed by 
the Secretary or his delegate. 

(3) Basis in case of pre-1942 acquisition. — Notwithstanding the 
provisions of paragraph (1) or (2), if the property was acquired in a 
taxable year beginning before January 1, 1942, in any manner described 
in section 372 of the Internal Revenue Code of 1939 before its amend- 
ment by the Revenue Act of 1942, the basis shall be that prescribed in 
such section (before its amendment by such Act) with respect to such 
property. 


. (k) Transfers to Corporations. — If, in connection with a transfer sub- 
ject to the provisions of section 1081(a), (b), or (e) or the corresponding 
provisions of prior internal revenue laws, the property was acquired by a 
corporation, either as paid-in surplus or as a contribution to capital, or in 
consideration for stock or securities issued by the corporation receiving the 
property (including cases where part of the consideration for the transfer of 
such property to the corporation consisted of property or money in addition 
to such stock or securities), then the basis shall be the same as it would be 
m the hands of the transferor, increased in the amount of gain or decreased 
in the amount of loss recognized to the transferor on such transfer under the 
law applicable to the year in which the transfer was made. 

(c) Distributions of Stock or Securities. — If the stock or securities 
were received in a distribution subject to the provisions of section 1081(c) 
or the corresponding provisions of prior internal revenue laws, then the 

ca ® e the stock in respect of which the distribution was made 
shall be apportioned, under regulations prescribed by the Secretary or his 
delegate, between such stock and the stock or securities distributed. 

(d) Transfers Within System Group.— If the property was acquired by 
a corporation winch is a member of a system group on a transfer or distri- 
bution described m section 1081(d) (1), then the basis shall be the same 
as it would be m the hands of the transferor ; except that if such property 
is stock or securities issued by the corporation from which such stock or 
securities were received and they were issued — 

_ _ '^2- aS S0 Jf consideration for the property transferred to such cor- 
poration then the basis of such stock or securities shall be either— 

( A) the same as in the case of the property transferred therefor, 
or 1 
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(B) the fair market value of such stock or securities at the time 
of their receipt, whichever is the lower ; or 
(2) as part consideration for the property transferred to such cor- 
poration, then the basis of such stock or securities shall be either — 

(A) an amount which bears the same ratio to the basis of the 
property transferred as the fair market value of such stock or 
securities at the time of their receipt bears to the total fair market 
value of the entire consideration received, or 

(B) the fair market value of such stock or securities at the 
time of their receipt, whichever is the lower. 

§1.1082-1 Basis tor Determining Gain or Loss. — (a) For de- 
termining the basis of property acquired in a taxable year beginning 
before January 1, 1942, in any manner described in "section '” 372 of 
the Internal Revenue Code of 1939 prior to its amendment by the 
Revenue Act of 1942, see such section (before its amendment by 
such Act). 

(b) If the property was acquired in a taxable year beginning after 
December 31, 1941, in any manner described in section 1^52 (other 
than subsection (a) (2) ), or section 372 (other than subsection (a) (2) ) 
of the Internal Revenue Code of 1939 after its amendments, the basis 
shall be that prescribed in section 1082 with respect to such property. 
However, in the case of property acquired in a transaction described 
in section 1081(c) (2), this paragraph is applicable only if the prop- 
erty was acquired in a distribution made in a taxable year subject to 
the Internal Revenue Code of 1954. 

(c) Section 1082 makes provisions with respect to the basis of 
property acquired in a transfer in connection with which the recogni- 
tion of gain or loss is prohibited by the provisions of section 1081 with 
respect to the whole or any part, of the property received. In general, 
and except as provided in § 1.1082-3, it is intended that the basis for 
determining gain or loss pertaining to the property prior to its trans- 
fer, as well as the basis for determining the amount of depreciation or 
depletion deductible and the amount^ of earnings or profits available 
for distribution, shall continue notwithstanding the nontaxable con- 
version of the asset in form or its change in ownership. The continu- 
ance of the basis may be reflected in a shift thereof from one asset to 
another in the hands of the same owner, or in its transfer with the 

f roperty from one owner into the hands of another. See also 
1.1081-2. 

§ 1.1082-2 Basis of Property Acquired Upon Exchanges Under 
Section 1081(a) or (e). — (a) In the case of an exchange of stock or 
securities for stock or securities as described in section 1081(a), if no 
part of the gain or loss upon such exchange was recognized under sec- 
tion 1081, the basis of the property acquired is the same as the basis 
of the property transferred by the" taxpayer with proper adjustments 
to the date of the exchange. 

(b) If, in an exchange of stock or securities as described in section 
1081(a), gain to the taxpayer was recognized under section 1081(e) 
on account of the receipt of money, the basis of the property acquired 
is the basis of the property transferred (adjusted to the date of the 
exchange), decreased by the amount of money received and increased 
by the amount of gain recognized upon the exchange. If, upon such 
exchange, there were received by the taxpayer money and other non- 
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exempt property (not permitted to be received without the recognition 
of gain), and gain from the transaction was recognized under section 
1081(e), the basis (adjusted to the date of the exchange) of the 
property transferred by the taxpayer, decreased by the amount ol 
money received and increased by the amount of gain recognized, must 
be apportioned to and is the basis of the properties (other than money) 
received on the exchange. For the purpose of the allocation of such 
basis to the properties received, there must be assigned to the non- 
exempt property (other than money) an amount equivalent to its fair 
market value at the date of the exchange. 

(c) Section 1081(e) provides that no loss may be recognized on an 
exchange of stock or securities for stock or securities as described in 
section "1081 (a), although the taxpayer receives money or other non- 
exempt property from the transaction. However, the basis of the 
property (other than money) received by the taxpayer is the basis 
(adjusted to the date of the exchange) of the property transferred, 
decreased by the amount of money received. The basis must be ap- 
portioned to the properties received, and for this purpose there must 
be allocated to the nonexempt property (other than money) an amount 
of such basis equivalent to the fair market value of such nonexempt 
property at the date of the exchange. 

(d) Section 1082(a) does not apply in ascertaining the basis of 
property acquired by a corporation by the issuance of its stock or 
securities as the consideration in whole or in part for the transfer 
of the property to it. For the rule in such cases, see section 1082(b). 

(e) For purposes of this section, any reference to section 1081 shall 
be deemed to include a reference to corresponding provisions of prior 
internal revenue laws. 

§ 1.1082-3 Reduction of Basis of Property by Reason of Gain 
Not Recognized Under Section 1081(b). — (a) Introductory . — In 
addition to the adjustments provided in section 1016 and other ap- 
plicable provisions of chapter 1, and the regulations relating thereto, 
which are required to be made with respect to the cost or other basis 
of property, section 1082(a) (2) provides that a further adjustment 
shall be made in any case in which there shall have been a nonrecog- 
nition of gain under section 1081(b). Such further adjustment shall 
be made with respect to the basis of the property in the hands of the 
transferor immediately after the transfer and of the property ac- 
quired within 24 months after such transfer by an expenditure or 
investment to which section 1081(b) relates, and on account of which 
expenditure or investment gain is not recognized. If the property 
is in the hands of the transferor immediately after the transfer, the 
time of reduction is the day of the transfer; in all other cases the 
time of reduction is the date of acquisition. The effect of applying 
an amount in reduction of basis of property under section 1081(b) 
is to reduce by such amount the basis for determining gain upon 
sale or other disposition, the basis for determining loss upon sale or 
other disposition, the basis for depreciation and for depletion, and 
any other amount which the Internal Revenue Code of 1954 prescribes 
shall be the same as any of such bases. For the purposes of the 
application of an amount in reduction of basis under section 1081 (b) , 
property is not considered as having a basis capable of reduction if — 
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(1) It is money, or 

(2) If its adjusted basis for determining gain at the time the 
reduction is to be made is zero, or becomes zero at any time in 
the application of section 1081 (b) . 

(b) General rule . — (1) Section 1082(a)(2) sets^ forth seven cate- 
gories of property, the basis of which for determining gain or loss 
shall be reduced in the order stated. 

(2) If any of the property in the first category lias a basis capable 
of reduction, the reduction must first be made before applying an 
amount in reduction of the basis of any property in the second or in 
a succeeding category, to each of which in turn a similar rule is applied. 

(3) In the application of the rule to each category, the amount 
of the gain not recognized shall be applied to reduce the cost or other 
basis of all the property :i: the category as follows: The cost or other 
basis (at the time immediately after the transfer or, if the property 
is not then held but is thereafter acquired, at the time of such acquisi- 
tion) of each miit of property in the first category shall be decreased 
(but the amount of the decrease shall not be more than the amount 
of the adjusted basis at such time for determining gain, determined 
without- regard to this section) in an amount equal to such proportion 
of the unrecognized gain as the adjusted basis (for determining gain, 
determined without regard to this section) at such time of each unit 
of property of the taxpayer in that category bears to the aggregate 
of the adjusted basis (for determining gain, computed without regard 
to this section) at such time of all the property of the taxpayer in 
that category. When such adjusted basis of the property in the first 
category has been thus reduced to zero, a similar rule shall be applied, 
with respect to the portion of such gain which is unabsorbed in such 
reduction of the basis of the property in such category, in reducing the 
basis of the property in the second category. A similar rule with 
respect to the remaining unabsorbed gain shall be applied in reducing 
the basis of the property in the next succeeding category. 

(c) Special cases. — (1) With the consent of the Commissioner, the 

taxpayer may ? however, have the basis of the various units of property 
within a particular category specified in section 1082(a) (2) adjusted 
in a manner different from the general rule set forth in paragraph 
(b) of this section. Variations from such general rule may, for ex- 
ample, involve adjusting the basis of only certain units of the tax- 
payer’s property within a given category. A request for variations 
from the general rule should be filed by the taxpayer with its income 
tax; return for the taxable year in which the transfer of property lias 
occurred. , . 

(2) Agreement between the taxpayer and the Commissioner as to 
any variations from such general rule shall be effective only if incor- 
porated in a closing agreement entered into under the provisions of 
section 7121. If no such agreement is entered into by the taxpayer 
and the Commissioner, then the consent filed on Form 982 A shall (ex- 
cept as otherwise provided in this subparagraph) be deemed to be a 
consent to the application of such general rule, and such general rule 
shall apply in the determination of the basis of the taxpayer s prop- 
erty. If, however, the taxpayer specifically states on such form that 
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it does not consent to the application of the general rule, then, in the 
absence of a closing agreement, the document filed shall not be deemed 
a consent within the meaning of section 1081(b) (4). 

§ 1.1082-4 Basis of Property Acquired by Corporation* Under 
Section 1081(a), 1081(b), or 1081(e) as Contribution of Capital 
or Surplus, or in Consideration for Its Own Stock or Securities, — 
If, in connection with an exchange of stock or securities for stock or 
securities as described in section 1081(a), or an exchange of property 
for property as described in section 1081(b), or an exchange as de- 
scribed in section 1081 (e) , property is acquired by a corporation by the 
issuance of its stock or securities, the basis of such property shall be 
determined under section 1082(b). If the corporation issued its stock 
or securities as part or sole consideration for the property acquired, 
the basis of the property in the hands of the acquiring corporation is 
the basis (adjusted to the date of the exchange) which the property 
would have had in the hands of the transferor if the transfer had not 
been made, increased in the amount of gain or decreased in the amount 
of loss recognized under section 1081 to the transferor upon the trans- 
fer. If any property is acquired by a corporation from a shareholder 
as paid-in surplus, or from any person as a contribution to capital, the 
basis of the property to the corporation is the basis (adjusted to the 
date of acquisition) of the property in the hands of the transferor. 

§ 1.1082-5 Basis of Property Acquired by Shareholder Upon 
Tax-Free Distribution Under Section 1081 (c)( 1 ) or (2). — (a) 
Stock or • securities— li there was distributed to a shareholder in a 
corporation which is a registered holding company or a majority- 
owned subsidiary company, stock or securities (other than stock or 
securities which are nonexempt property), and if by virtue of section 
1081(c) (1) no gain was recognized to the shareholder upon such dis- 
tribution, then the basis of the stock in respect of which the distribu- 
tion was made must be apportioned between such stock and the stock 
or securities so distributed to the shareholder. The basis of the old 
shares and the stock or securities received upon the distribution shall 
be determined in accordance with the following rules : 

(1) If the stock or securities received upon the distribution con- 
sists^ solely of stock in the distributing corporation and the stock 
received is all of substantially the same character and preference 
as the stock in respect of which the distribution is made, the basis 
of each share will be the quotient of the cost or other basis of the 
old shares of stock divided by the total number of the old and the 
new shares. 

(2) If the stock or securities received upon the distribution are in 
whole or in part stock in a corporation other than the distribut- 
ing corporation, or are in whole or in part stock of a character or 
preference materially different from the stock in respect of which 
the distribution is made, or if the distribution consists in whole 
or in part of securities other than stock, the cost or other basis of 
the stock in respect of which the distribution is made shall be 
apportioned between such stock and the stock or securities dis- 
tributed in proportion, as nearly as may be, to the respective values 
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of each class of stock or security, old and new, at the time of such 
distributer:, and the basis of each share of stock or unit of security 
vc ill be :he quotient of the cost or other basis of the class of stock 
or security to which such share or unit belongs, divided by the 
number oi shares or units In the class. Within the meaning of 
this subparagraph, stocks or securities in one corporation are differ- 
ent In class from stocks or securities In another corporation, and, 
in general, any material difference in character or preference^ or 
terms sufficient to distinguish one stock or security from another 
stock or security, so that different values may properly be assigned 
thereto, will constitute a difference in class. 

(b) Stock rights. — If there was distributed to a shareholder In a 
corporation rights to acquire common stock In a second corporation, 
and If by virtue of section 1081(e) (2) no gain was recognized to the 
shareholder upon such distribution, then the basis of the # stock in 
respect of which the distribution was made must be apportioned be- 
tween such stock and the stock rights so distributed to the shareholder. 
The basis of such stock and the stock rights received upon the distri- 
bution shall be determined in accordance with the following: 

(1) The cost or other basis of the stock In respect of which the 
distribution Is made shall be apportioned between such stock and the 
stock rights distributed, In proportion to the respective values 
thereof at the time the rights are issued. 

(2) The basis for determining gain or loss from the sale of a 
right, or from the sale of a share of stock In respect of which the 
distribution is made, will be the quotient of the cost or other basis, 
properly adjusted, assigned to the rights or the stock, divided, as 
the case" may be, by the number of rights acquired or by :ke uunrer 
of shares of such stock held. 

(c) Cross? reference. — As to the basis of stock or securities distrib- 
uted by one member of a system group to another member of the same 
system group, see § 1.1052-6. 

§ 1.1082-6 Basis of Property Acquired Under Section 1081(d) 
in Transactions Between Corporations of the Same System 
Group. — (a) If property was acquired by a corporation which Is a 
member of a system group, from a corporation which Is a member of 
the same system group, upon a transfer or distribution described in 
section 1081 (d)(1), then as a general rule the basis of such property 
in the hands of the acouirimr corporation Is the basis which such 
property would have had. in rue nanus ox me transferor if the trans- 
fer or distribution had not been made. Except as otherwise indicated 
in this section, this rule will apply eqmii-vpo eases in which the con- 
sideration for the property acquired consists of stock or securities, 
money, and other property, or any of them, but it is contemplated that 
an ultimate true reflection of Income will be obtained in all cases, not- 
withstanding any peculiarities in form which the various transactions 
may assume. See the example in § 1.1081-6. 

(b) An exception to the general rule Is provided for in case the 
property acquired consists of stock or securities Issued by the corpora- 
tion from which such stock or securities were received. If such stock 
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or securities were the sole consideration for the property transferred 
to the corporation issuing such stock or securities, then the basis of 
the stock or securities shall be (1) the same as the basis (adjusted to 
the time of the transfer) of the property transferred for such stock 
or securities, or (2) the fair market value of such stock or securities 
at the time of their receipt, whichever is the lower. If such stock or 
securities constituted only part consideration for the property trans- 
ferred to the corporation issuing such stock or securities,, then the basis 
shall be an amount which bears the same ratio to the basis of the prop- 
erty transferred as the fair market value of such stock or securities on 
their receipt bears to the total fair market value of the entire con- 
sideration received, except that the fair market value of such stock or 
securities at the time of their receipt shall be the basis therefor, if such 
value is lower than such amount. 

(c) The application of paragraph (b) of this section may be illus- 
trated by the following examples : 

Example (1). Suppose the A Corporation has property with an 
adjusted basis of $600,000 and, in an exchange in which section 1081 
^(d) (1) is applicable, transfers such property to the B Corporation 
in exchange for a total consideration of $1,000,000, consisting of (1) 
cash in the amount of $100,000, (2) tangible property having a fair 
market value of $400,000 and an adjusted basis in the hands of the 
B Corporation of $300,000, and (3) stock or securities issued by the 
B Corporation with a par value and a fair market value as of the 
date of their receipt in the amount of $500,000. The basis to the B 
Corporation of the property received by it is $600,000, which is the 
adjusted basis of such property in the hands of the A Corporation. 
The basis to the A Corporation of the assets (other than cash) re- 
ceived by it is as follows : Tangible property, $300,000, the adjusted 
basis of such property to the B Corporation, the former owner; 
stock or securities issued by the B Corporation, $300,000, an amount 
equal to 500, 000/1, 000, OOOths of $600,000. 

Example (£). Suppose that in example (1) the property of the 
A Corporation transferred to the B Corporation had an adjusted 
basis of $1,100,000 instead of $600,000, and that all other factors in 
the example remain the same.. In such case the basis to the A Cor- 
poration of the stock or securities in the B Corporation is $500,000, 
which was the fair market value of such stock or securities at the 
tune of their receipt by the A Corporation, because this amount is 
less than the amount established as 500,000/1 ,000, OOOths of $1,100,- 
000 or $550,000. 5 ’ ’ 

§ 1.1083 Statutory Provisions ; Exchanges and Distributions in 
Obedience to Orders of the Securities and Exchange Commission ; 
Definitions. 

SEC. 1083. DEFINITIONS. 

(a) Order of Securities and Exchange Commission. — For purposes of 
tills part, the term “order of the Securities and Exchange Commission” 
means an order issued after May 28, 1938, by the Securities and Exchange 
Commission which requires, authorizes, permits, or approves transactions 
described in such order to effectuate section 11(b) of the Public Utility 
Holding Company Act of 1935 (49 Stat. 820 ; 15 U. S. C. 79k(b) ), which has 
become or becomes final in accordance with law. 
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(b) Registered Holding Company; Holding Company System ; Associate 

Company.— For purposes of this part, the terms “registered holding com- 
pany”, “bolding company system”, and “associate conrnny” shall have the 
meanings assigned to them by section 2 of the Pui :i" Holding cv*m- 

pany Act of 1935 (49 Stat. 804; 15 U. S. C. 79b (a)). ‘ ” 

(c) Majority-Owned Subsidiary Company.— F or purposes of this part, 
the term “majority-owned subsidiary company” of a registered holding com- 
pany means a corporation, stock of which, represent lug In the aggregate 
more than 50 percent of the total combined voting power of all classes of 
stock of such corporation entitled to vote (not including stock which is 
entitled to vote only on default or nonpayment of dividends or other special 
circumstances ) is owned wholly by such registered holding company, or 
Partly by such registered holding company and partly by one or more 
majority-owned subsidiary companies thereof, or by one or more majority- 
owned subsidiary companies of such registered holding company. 

(d) System Group. — F or purposes of this part, the term “system gr™ 
means one or more chains of corporations connected through stock =■_ wnv:>L:n 
with a common parent corporation if — 

(1) at ^ least 90 percent of each class of the stock (other than (A) 

stock which is preferred as to both dividends and assets, and (B) stock 
which is limited and preferred as to dividends but which is not preferred 
as to assets but only if the total value of such stock is less th cn 1 t* d’*-*’ 
of the aggregate value of all classes of stock which are not as 

to both dividends and assets) of each of the corporations, (except the 
common parent corporation) is owned directly by one or more of the 
other corporations; and 

(2) the common parent corporation owns directly at least 90 percent 
of each class of the stock ( other than stock, which is preferred as to both 
dividends and assets) of at least one of the other corporations ; and 

(3) each of the corporations is either a registered holding company 
or a majority-owned subsidiary company. 

(e) Nonexempt Property. — F or purposes of this- part, the term “non- 
exempt property” means — 

(1) any consideration in the form of evidences of indebtedness owed 
by the transferor or a cancellation or assumption of debts or other liabili- 
ties of the transferor (including a continuance of encumbrances subject 
to which the property was transferred) ; 

(2) short-term obligations (including notes, drafts, bills of exchange, 
and bankers' acceptances) having a maturity at the time of issuance of 
not exceeding 24 months, exclusive of days of grace ; 

(3) securities issued or guaranteed as to principal or interest by a 
government or subdivision thereof (including those issued by a corpora- 
tion which is an instrumentality of a government or subdivision 
thereof) ; 

(4) stock or securities which were acquired from a registered holding 
company or an associate company of a registered holding company which 
acquired such stock or securities after February 28, 1938, unless such 
stock or securities (other than obligations described as nonexempt prop- 
erty in paragraph (1), (2), or (3)) were acquired in obedience to an 
order of the Securities and Exchange Commission or were acquired with 
the authorization or approval of the Securities and Exchange Commis- 
sion under any section of the Public Utility Holding Company Act of 1935 
(49 Stat. 820 ; 15 U. S. C. 79k(b) ) ; 

(5) money, and the right to receive money not evidenced by a security 
other than an obligation described as nonexempt property in paragraph 
(2) or (3). 

(f) Stock or Securities. — For purposes of this part, the term “stock or 
securities” means shares of stock in any corporation, certificates of stock 
or interest in any corporation, notes, bonds, debentures, and evidences of 
indebtedness (including any evidence of an interest in or right to subscribe 
to or purchase any of the foregoing). 

§1.1083-1 Definitions. — (a) Order of the Securities and Ex- 
change Commission . — (1) An order of the Securities and Exchange 
Commission as defined in section 1083(a) must be issued after May 

§ L1083-l(a) (1) 



482 


28, 1938 (the date of the enactment of the Revenue Act of 1938) , and 
must be issued under the authority of section 11(b) or 11(e) of the 
Public Utility Holding Company Act of 1935 (15 U. S. C. 79k (b), 
(e)), to effectuate the provisions of section 11(b) of such Act. In 
all cases the order must become or have become final in accordance 
with law ; L e., it must be valid, outstanding, and not subject to further 
appeal. See further sections 1083(a) and 1081(f). 

(2) Section 11(b) of the Public Utility Holding Company Act of 
1935 provides : 

(b) It shall be the duty of the Commission, as soon as practicable after 
January 1 , 1938 : 

(1) To require by order, after notice and opportunity for hearing, that 
each registered holding company, and each subsidiary company thereof, shall 
take such action as the Commission shall find necessary to limit the opera- 
tions of the holding-company system of which such company is a part to a 
single integrated public-utility system, and to such other businesses as are 
reasonably incidental, or economically necessary or appropriate to the opera- 
tions of such integrated public-utility system: Provided , however , That the 
Commission shall permit a registered holding company to continue to control 
one or more additional integrated public-utility systems, if, after notice and 
opportunity for hearing, it finds that — 

(A) Each of such additional systems cannot be operated as an inde- 
pendent system without the loss of substantial economies which can be 
secured by the retention of control by such holding company of such 
system; 

(B) All of such additional systems are located in one State, or in ad- 
joining States, or in a contiguous foreign country; and 

(C) The continued combination of such systems under the control of 
such holding company is not so large (considering the state of the art 
and the area or region affected) as to impair the advantages of localized 
management, efficient operation, or the effectiveness of regulation. The 
Commission may permit as reasonably incidental, or economically necessary 
or appropriate to the operations of one or more integrated public-utility 
systems the retention of an interest in any business (other than the 
business of a public-utility company as such) which the Commission shall 
find necessary or appropriate in the public interest or for the protection 
of investors or consumers and not detrimental to the proper functioning 
of such system or systems. 

(2) To require by order, after notice and opportunity for hearing, that each 
registered holding company, and each subsidiary company thereof, shall take 
such steps as the Commission shall find necessary to ensure that the corporate 
structure or continued existence of any company in the holding-company 
system does not unduly or unnecessarily complicate the structure, or unfairly 
or inequitably distribute voting power among security holders, of such holding- 
company system. In carrying out the provisions of this paragraph the Com- 
mission shall require each registered holding company (and any company in 
the same holding-company system with such holding company) to take such 
action as the Commission shall find necessary in order that such holding 
company shall cease to be a holding company with respect to each of its 
subsidiary companies which itself has a subsidiary company which is a hold- 
ing^ company. Except for the purpose of fairly and equitably distributing 
voting power among the security holders of such company, nothing in this 
paragraph shall authorize the Commission to require any change in the cor- 
porate structure or existence of any company which is not a holding company, 
or of any company whose principal business is that of a public-utility company. 
The Commission may by order revoke or modify any order previously made 
under this subsection, if, after notice and opportunity for hearing, it finds that 
the conditions upon which the order was predicated do not exist. Any order 
made under this subsection shall be subject to judicial review as provided 
in section 24. 
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(?) Section 11(e) of the Public Utility Holding Company Act of 

193o provides : * ' 

. accordance with such rules and regulations or order as the Commis- 

sion may deem necessary or appropriate in the public interest or for the pro- 
tection of Investors or consumers, any registered holding company or any 
subsidiary company of a registered holding company may, at auv time after 
January 1, 1936, submit a plan to the Commission for the divestment of con- 
trol, ^ securities, or other assets, or for other action by such company or any 
subsidiary company thereof for the puriwxse of enabling such eompanv or any 
subsidiary company thereof to comply with the provisions -f subsection tb)\ 
If, after notice and opportunity for hearing, the o.,- shall find such 

plan, as submitted or as modified, necessary to effectuate the provisions of 
subsection (b) and fair and equitable to the persons affected by such plan, the 
Commission shall make an order annswinsr plan ; and the Commission, 
at the^ request of the company, may a, my a court, in accordance with the 
provisions of subsection (f) of section 18, to enforce and carry out the terms 
and provisions of such plan. If, m>on any su-h ;q plication, the court, after 
notice and opportunity for hearing, shall appr-sr** -in "h ; -mu as fair and equitable 
and as appropriate to effectuate the provisions of section 11, the court as a 
court of equity may, to such extent as It deems necessary" for the purpose of 
carrying out the terms and provisions of such plan, take exclusive jurisdiction 
and possession of the company or companies and the assets thereof, wherever 
located ; and the court shall have jurisdiction to appoint a trustee, and the 
court may constitute and appoint the Commission as sole trustee, to hold or 
administer, under the direction of the court and in accordance with the plan 
theretofore approved by the court and the Commission, the assets so possessed, 

(b)^ Registered holding company , holding-company and 

associate company . — (1) Under section 5 of the Public Utility Hold- 
ing Company Act of 1935 (15 U. S. C. 79e) , any holding company may 
register by filing with the Securities and Exchange Commission a 
notification of registration, in such form as the Commission may by 
rules and regulations prescribe as necessary or appropriate in the 
public interest or for the protection of investors or consumers. A 
holding company shall be deemed to be registered upon receipt by the 
Securities and Exchange Commission of such notification of registra- 
tion. As used in this part, the term “registered holding company'’ 
means a holding company whose notification of registration has been 
so received and whose registration is still in effect under section 5 of 
the Public Utility Holding Company Act of 1935. Under section 
2(a)(7) of the Public Utility Holding Company Act of 1935 (15 
U. S. C. 79b (a) (7)), a corporation is a holding company ( unless _ it 
is declared not to be such by the Securities and Exchange Commis- 
sion), if such corporation directly or indirectly owns, controller 
holds with power to vote 10 percent or more of the omsraudir.g voting 
securities of a public-utility company (i. e., an electric utility company 
or a gas utility company" as defined by such act) or of any other 
holding company. A corporation is also a holding company if the Se- 
curities and Exchange Commission determines, after notice and oppor- 
tunity for hearing, that such corporation directly or indirectly exer- 
cises (either alone or pursuant to an arrangement or understanding 
with one or more other persons) such a controlling influence over the 
management or policies of any public-utility eompanv (i. e., an electric 
utility company or a gas utility company as defined by such act) or 
holding company as to make it necessary or appropriate in the public 
interest or for the protection of investors or consumers that such corpo- 
ration be subject to the obligations, duties, and liabilities imposed 
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upon holding companies by the Public Utility Holding Company Act 
of 1935 (15 U. S. C. c. 2C). An electric utility company is defined by 
section 2(a) (3) of the Public Utility Holding Company Act of 1935 
(15 U. S. C. 79b (a) (3)) to mean a company which owns or operates 
facilities used for the generation, transmission, or distribution of elec- 
trical energy for sale, other than sale to tenants or employees of the 
company operating such facilities for their own use and not for resale ; 
and a gas utility company is defined by section 2(a) (4) of such act 
(15 U. S. C. 79b (a) (4) ), to mean a company which owns or operates 
facilities used for the distribution at retail (other than distribution 
only in enclosed portable containers, or distribution to tenants or 
employees of the company operating such facilities for their own use 
and not for resale) of natural or manufactured gas for heat, light, or 
power. However, under certain conditions the Securities and Ex- 
change Commission may declare a company not to be an electric utility 
company or a gas utility company, as the case may be, in which event 
the company shall not be considered an electric utility company or a 
gas utility company. 

(2) The term “holding company system” has the meaning assigned 
to it by section 2(a)(9) of the Public Utility Holding Company Act 
of 1935 (15 U. S. C. 79b (a) (9)), and hence means any holding com- 
pany, together with all its subsidiary companies (i. e., subsidiary 
companies within the meaning of section 2(a)(8) of such act (15 
U. S. C. 79b (a) (8)), which in general include all companies 10 percent 
of whose outstanding voting securities is owned directly or indirectly 
by such holding company) and all mutual service companies of which 
such holding company or any subsidiary company thereof is a member 
company. The term “mutual service company” means a company ap- 
proved as a mutual service company under section 13 of the Public 
Utility Holding Company Act of 1935 (15 U. S. C. 79m) . The term 
member company” is defined by section 2(a) (14) of such act (15 
U. C. 79b (a) (14)), to mean a company which is a member of an 
association or group of companies mutually served by a mutual service 
company. 


(3) The term “associate company” has the meaning assigned to it 
tbe Public Utility Holding Company Act of 
1935 (15 U. S. C. 79b (a) (10) ), and hence an associate company of a 
company is any company in the same holding-company system with 
such company. J J 


(c ) Majority-owned subsidiary company. — The term “majority- 
owned subsidiary company” i s defined in section 1083(c). Direct 
ownership by a registered holding company of more than 50 percent 
ox the specified stock of another corporation is not necessary to con- 
stitute such corporation a majority-owned subsidiary company. To 
illustrate, if the H Corporation, a registered holding company, owns 
51 percent of the common stock of the A Corporation and 31 percent 
of the common stock of the B Corporation, and the A Corporation 
owns 20 percent of the common stock of the B Corporation (the com- 
mon stock in each case being the only stock entitled to vote), both 
me A Corporation and the B Corporation are majority-owned sub- 
sidiary companies. 
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(d) System group . — The term ‘‘system group" :s defined in section 
1088 (d) to mean one or more chains of corpora :: connected through 
stock ownership with a common parent corporation, if at least 90 
percent of each class of stock (other than ( 1 ) stock which is preferred 
as to both dividends and assets, and (2) stock which is limited and 
preferred as to dividends but which is not preferred as to assets but 
only if the total value of such stock is less than 1 percent of the ag- 
gregate value of all classes of stock which ate r.:t preferred as to 
both dividends and assets) of each of the r mc.nv.s • en.-i-pr the 
common parent corporation ) is owned directly by one or more of the 
other corporations, and if the common parent corporation owns di- 
rectly at least 00 percent of each class of stock (other than stock 
preferred as to both dividends and assets) of at least one of the other 
corporations : but no corporation is a member of a system group unless 
it is either a registered holding company or a ma ‘or: tv-owned sub- 
sidiary company. While the type of s:o -k which must, for the purpose 
of this definition, be at least 90 percent owned may be different from 
the voting stock which must be more than 50 percent owned for the 
purpose of the definition of a r_v:.‘o r:tv-™:ed subsidiary company 
under section 1088(c), as a general rule both types of ownership tests 
must be met under section 1088(d), since a corporation, in order to be 
a member of a system group, must also be a registered holding com- 
pany or a mjority-owned snbsmimy company. 

(e) Nonexempt property —The term “nonexempt property"’ is de- 
fined by section 1083 (e) to include — 

(1) The amount of any consideration in the form of a cancella- 
tion or assumption of debts or other liabilities of the transferor 
(including a continuance of encumbrances subject to which the 
property was transferred). To illustra te, if in obedience to an 
order of the Securities and Exchange Commission the X Corpora- 
tion, a registered holding company, transfers property to the Y 
Corporation in exchange for -property (not nonexempt property) 
with a fair market value of iW'U the X Corporation receives 
$100,000 of nonexempt property, if for example — 

(i) The Y Corporation cancels $100,000 of indebtedness 
owed to it by the X Corporation ; 

(ii) The Y Corporation assmnes an indebtedness of $100,000 
owed by the X Corporation to another company, the A Cor- 
poration; or 

(iii) The Y Corporation takes over the property conveyed 
to it by the X Corporation subject to a mortgage of $100,000. 

(2) Short-term obligations (including notes, drafts, hills of 
exchange, and bankers’ acceptances) having a maturity at the time 
of issuance of not exceeding 24 months, exclusive of days of grace. 

(3) Securities issued or guaranteed as to principal or interest 

by a government or subdivision thereof (including those issued 
by a corporation which is an instrumentality of a government or 
subdivision thereof). , 

(4) Stock or securities which were acquired from a registered 
holding company which acquired such stock or securities after 
February 28, 1938, or an associate company of a registered holding 
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company which acquired such stock or securities after February 
28, 1938, unless such stock or securities were acquired in obedience 
to an order of the Securities and Exchange Commission (as defined 
in section 1083(a)) or were acquired with the authorization or 
approval of the Securities and Exchange Commission under any 
section of the Public Utility Holding Company Act of 1935, and 
are not nonexempt property within the meaning of section 1083(e) 
(1), (2), or (3). 

(5) Money, and the right to receive money not evidenced by a 
security other than an obligation described as nonexempt property 
in section 1083(e)(2) or (3). The term “the right to receive 
money” includes, among other items, accounts receivable, claims for 
damages, and rights to refunds of taxes. 

(f) Stock or securities . — The term “stock or securities” is defined 
in section 1083(f) for the purposes of sections 1081 to 1083, inclusive. 
As therein defined, the term includes voting trust certificates and 
stock rights or warrants. 

WASH SALES OF STOCKS OR SECURITIES 


§1.1091 Statutory Provisions; Losses From Wash Sales oe 
Stocks or Securities; Basis. 

SEO. 1091. LOSS FROM WASH SALES OF STOCK OR SECURITIES. 

(a) Disallowance of Loss Deduction. — In the case of any loss claimed 
to have been sustained from any sale or other disposition of shares of stock 
or securities where it appears that, within a period beginning 30 days before 
the date of such sale or disposition and ending 30 days after such date, the 
taxpayer has acquired (by purchase or by an exchange on which the entire 
amount of gain or loss was recognized by law), or has entered into a contract 
or option so to acquire, substantially identical stock or securities, then no 
deduction for the loss shall be allowed under section 165(c) (2) ; nor shall 
such deduction be allowed a corporation under section 165(a) unless it is a 
dealer in stocks or securities, and the loss is sustained in a transaction made 
in the ordinary course of its business. 

(b) Stock Acquired Less Than Stock Sold. — If the amount of stock or 
securities acquired (or covered by the contract or option to acquire) is less 
than the amount of stock or securities sold or otherwise disposed of, then 
the particular shares of stock or securities the loss from the sale or other 
disposition of which is not deductible shall be determined under regulations 
prescribed by the Secretary or his delegate. 

(c) Stock Acquired Not Less Than Stock Sold. — If the amount of stock 
or securities acquired (or covered by the contract or option to acquire) is 
not less than the amount of stock or securities sold or otherwise disposed of, 
then the particular shares of stock or securities the acquisition of which (or 
the contract or option to acquire which) resulted in the nondeductibility of 
the loss shall be determined under regulations prescribed by the Secretary 
or his delegate. 

(d) Unadjusted Basis in Case of Wash Sale of Stock. — If the property 
consists of stock or securities the acquisition of which (or the contract or 
option to acquire which) resulted in the nondeductibility (under this section 
or corresponding provisions of prior internal revenue laws) of the loss from 
the sale or other disposition of substantially identical stock or securities, 
then the basis shall be the basis of the stock or securities so sold or disposed 
of, increased or decreased, as the case may be, by the difference, if any, be- 
tween the price at which the property was acquired and the price at which 
such substantially identical stock or securities were sold or otherwise 
disposed of. 


§ 1.1091-1 Losses From Wash Sales of Stock or Securities. — 
(a) A taxpayer cannot deduct any loss claimed to have been sustained 
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from the sale or other disposition of stock or securities if, within a 
period beginning 3 A days before the date of such sale or disposition 
and ending 3- ; uuys niter such date (referred to in this section as the 
61- day perioci;, ne uas acquired (by purchase or by an exchange upon 
which the entire amount of gain or loss was recognized bv law ) , or lias 
entered into a contract or option so to acquire, substantially identical 
stock or securities. However, this prohibition does not apply (1) in 
the case of a taxpayer, not a corporation, if the sale or other dispo- 
sition of stock or securities is made in connection with the taxpayer's 
trade or business, or (2) in the case of a corporation, a dealer in stock 
or securities, if the sale or other disposition of stock or securities is 
made in the ordinary course of its business as such dealer. 

.(b) Where more than one loss is claimed to have been sustained 
within the taxable year from the sale or other disposition of stock or 
securities, the provisions of this section shall be :ip plied :o the losses 
in the order in which the stock or securities the disposition of which 
resulted in the respective losses were disposed of (beginning with the 
earliest disposition). If the order of disposition of stock or securities 
disposed, of at a loss on the same day camiot be determined, the stock 
or securities will be considered to have been disposed of in the order 
in which they were orginally acquired (beginning with the earliest 
acquisition). 

(c) Where the amount of stock or securities acquired within the 
61-day period is less than the amount of stock or securities sold or 
otherwise disposed of, then the particular shares of stock or securi- 
ties the. loss from the sale or other disposition of which is not do* 
ductible shall be those with which the stock or securities acquired are 
matched in accordance with the following rule : The stock or securi- 
ties acquired will be matched in accordance with the order of their 
acquisition (beginning with the earliest acquisition) with an equal 
number of the shares of stock or securities sold or otherwise disposed 
of. 

(d) Where the amount of stock or securities acquired within the 
61-day period is not less than the amount of stock or securities sold 
or otherwise disposed of, then the particular shares of stock or securi- 
ties the acquisition of which resulted in the nondeductibility of the 
loss shall be those with which the stock or securities disposed of are 
matched in accordance with the following rule : The stock or securities 
sold or otherwise disposed of will be matched with an equal number 
of the shares of stock or securities acquired in accordance with the 
order of acquisition (beginning with the earliest acquisition) of the 
stock or securities acquired. 

(e) The acquisition of any share of stock or any security which 
results in the nondeductibility of a loss under the provisions of this 
section shall be disregarded in determining the deductibility of any 
other loss. 

(f) The word “acquired” as used in this section means acquired by 
purchase or by an exchange upon which the entire amount of gain or 
loss was recognized by law, and comprehends cases where the tax- 
payer has entered into a contract or option within the 61-day period 
to acquire by purchase or by such an exchange. 
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(g) The following examples illustrate the application of this 

section : 

Example (. 1 ). A, whose taxable year is the calendar year, on 
December 1, 1954, purchased 100 shares of common stock in the 
M Company for $10,000 and on December 15, 1954, purchased 
100 additional shares for $9,000. On January 3, 1955, he sold the 
100 shares purchased on December 1, 1954, for $9,000. Because 
of the provisions of section 1091, no loss from the sale is allowable 
as a deduction. 

Example (8). A, whose taxable year is the calendar year, on 
September 21, 1954, purchased 100 shares of the common stock 
of the M Company for $5,000. On December 21, 1954, he pur- 
chased 50 shares of substantially identical stock for $2,750, and 
on December 27, 1954, he purchased 25 additional shares of such 
stock for $1,125. On January 3, 1955, he sold for $4,000 the 
100 shares purchased on September 21, 1954. There. is an indi- 
cated loss of $1,000 on the sale of the 100 shares. Since, within 
the 61-day period, A purchased 75 shares of substantially identical 
stock, the loss on the sale of 75 of the shares ($3,750— $3,000, or 
$750) is not allowable as a deduction because of the provisions 
of section 1091. The loss on the sale of the remaining 25 shares 
($1,250— $1,000, or $250) is deductible subject to the limitations 
provided in sections 267 and 1211. The oasis of the 50 shares 
purchased December 21, 1954, the acquisition of which resulted 
in the nondeductibility of the loss ($500) sustained on 50 of the 
100 shares sold on January 3, 1955, is $2,500 (the cost of 50 of 
the shares sold on January 3, 1955) +$750 (the difference be- 
tween the purchase price ($2,750) of the 50 shares acquired on 
December 21, 1954, and the selling price ($2,000) of 50 of the 
shares sold on January 3, 1955), or $3,250. Similarly, the basis 
of the 25 shares purchased on December 27, 1954, the acquisition 
of which resulted in the nondeductibility of the loss ($250) sus- 
tained on 25 of the shares sold on January 3, 1955, is $1,250 + $125, 
or $1,375. See § 1.1091-2. 

Example (J). A, whose taxable year is the calendar year, on 
September 15, 1954, purchased 100 shares of the stock of the M 
Company for $5,000. He sold these shares on February 1, 1956, 
for $4,000. On each of the four days from February 15, 1956, 
to February 18, 1956, inclusive, he purchased 50 shares of sub- 
stantially identical stock for $2,000. There is an indicated loss 
of $1,000 from the sale of the 100 shares on February 1, 1956, 
but, since within the 61-day period A purchased not less than 
100 shares of substantially identical stock, the loss is not de- 
ductible. The particular shares of stock the purchase of which 
resulted in the nondeductibility of the loss are the first 100 shares 
purchased within such period, that is, the 50 shares purchased 
on February 15, 1956, and the 50 shares purchased on February 
16, 1956. In determining the period for which the 50 shares pur- 
chased on February 15, 1956, and the 50 shares purchased on 
February 16, 1956, were held, there is to be included the period 
for which the 100 shares purchased on September 15, 1954, and 
sold on February 1, 1956, were held. 
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§ 1.1091-2 Basis op Stocks or Securities Acquires ix “Wash 
Sales.” — The application of section 1091(d) may be illustrated Lv the 
following examples : 

Example (1). A a share of common stock of the X 

Corporation for which he sold January 1">, 19A“. 

for $80. On February 1. 19“.“. he purchased a share of common 
stock of the same corpora::, c: for $90. Uso loss from the sale 
is recognized under section 1091. The basis of the new share 
is $110; that is, the basis of the old share ($100) increased bv 
$10, the excess of the price at which the new share was acquired 
($90) over the price at which the old share was sold ($80). 

Example (2). A purchased a share of common stock of the 
Y Corporation for $100 in 1935, which he sold January 15, 1955, 
for $S0. On F ebruary 1, 1955, he purchased a share of common 
stock of the same corporation for $70. No loss from the sale is 
recognized under section 1091. The basis of the new share is $90; 
that is, the basis of the old share ($100) decreased by $10, the 
excess of the price at which the old share was sold ($80) over 
the price at which the new share was acquired ($70) . 

Capital Gains and Losses 

SPECIAL RULES FOR DETERMINING CAPITAL GAINS AND LOSSES 

§ 1.1233 Statutory Provisions; Gains and Losses From Short 
Sales. 

SEC. 1233. GAINS AND LOSSES FROM SHORT SALES. 

(a) Capital Assets. — For purposes of this subtitle, gain or loss from the 
short sale of property, other than a hedging transaction in commodity futures, 
shall be considered as gain or loss from the sale or exchange of a capital asset 
to the extent that the property, including a commodity future, used to close 
the short sale constitutes a capital asset in the hands of the taxpayer. 

(b) Short-Term Gains and Holding Periods. — If gain or loss from a short 
sale is considered as gain or loss from the sale or exchange of a capital asset 
under subsection (a) and if on the date of such short sale substantially 
identical property has been held by the taxpayer for not more than 6 months 
(determined without regard to the effect, under paragraph (2) of this sub- 
section, of such short sale on the holding period), or if substantially identical 
property is acquired by the taxpayer after such short sale and on or before 
the date of the closing thereof — 

(1) any gain on the closing of such short sale shall he considered as a 
gain on the sale or exchange of a capital asset held for not more than 6 
months (notwithstanding the period of time any property used to close 
such short sale has been held) ; and 

(2) the holding period of such substantially identical property shall 
be considered to begin (notwithstanding section 1223, relating to the 
holding period of property) on the date of the closing of the short sale, 
or on the date of a sale, gift, or other disposition of such property, which- 
ever date occurs first. This paragraph shall apply to such substantially 
identical property in the order of the dates of the acquisition of such 
property, but only to so much of such property as does not exceed the 
quantity sold short. 

For i rarnoses of this subsection, the acquisition of an option to sell property 
at a fixed price shall be considered as a short sale, and the exercise or failure 
to exercise such option shall he considered as a closing of such short sale. 

(c) Certain Options To Sell— Subsection (b) shall not include an option 
to sell property at a fixed price acquired on the same day on which the prop- 
erty identified as intended to be used in exercising such option is acquired 
and which, if exercised, is exercised through the sale of the property so 
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identified. If the option is not exercised, the cost of the option shall be added 
to the basis of the property with which the option is identified. This subsec- 
tion shall apply only to options acquired after the date of enactment of this 
title. 

(d) Long-Term Losses. — If on the date of such short sale substantially 
identical property has been held by the taxpayer for more than 6 months, 
any loss on the closing of such short sale shall be considered as a loss on the 
sale or exchange of a capital asset held for more than 6 months (notwith- 
standing the period of time any property used to close such short sale has 
been held, and notwithstanding section 1234). 

(e) Rules for Application of Section — 

(1) Subsection (b) (1) or (d) shall hot apply to the gain or loss, re- 
spectively, on any quantity of property used to close such short sale 
which is in excess of the quantity of the substantially identical property 
referred to in the applicable subsection. 

(2) For purposes of subsections (b) and (d) — 

(A) the term “property” includes only stocks and securities (in- 
cluding stocks and securities dealt with on a “when issued” basis), 
and commodity futures, which are capital assets in the hands of the 
taxpayer ; 

(B) in the case of futures transactions in any commodity on or 
subject to the rules of a board of trade or commodity exchange, a 
commodity future requiring delivery in 1 calendar month shall not 
be considered as property substantially identical to another com- 
modity future requiring delivery in a different calendar month ; and 

(C) in the case of a short sale of property by an individual, the 
term “taxpayer”, in the application of this subsection and subsec- 
tions (b) and (d), shall be read as “taxpayer or his spouse”; but 
an individual who is legally separated from the taxpayer under a 
decree of divorce or of separate maintenance shall not be considered 
as the spouse of the taxpayer. 

(3) Where the taxpayer enters into 2 commodity futures transactions 
on the same day, one requiring delivery by him in one market and the 
other requiring delivery to him of the same (or substantially identical) 
commodity in the same calendar month in a different market, and the tax- 
payer subsequently closes both such transactions on the same day, sub- 
sections (b) and (d) shall have no application to so much of the com- 
modity involved in either such transaction as does not exceed in quantity 
the commodity involved in the other. 

<f) Arbitrage Operations in Securities. — In the case of a short sale 
which had been entered into as an arbitrage operation, to which sale the 
rule of subsection (b) (2) would apply except as otherwise provided in this 
subsection — 

(1) subsection (b) (2) shall apply first to substantially identical assets 
acquired for arbitrage operations held at the close of business on the 
day such sale is made, and only to the extent that the quantity sold 
short exceeds the substantially identical assets acquired for arbitrage 
operations held at the close of business on the day such sale is made, 
shall the holding period of any other such identical assets held by the 
taxpayer be affected ; 

(2) in the event that assets acquired for arbitrage operations are 
disposed of in such manner as to create a net short position in assets 
acquired for arbitrage operations, such net short position shall be deemed 
to constitute a short sale made on that day ; 

(3) for the purpose of paragraphs (1) and (2) of this subsection the 
taxpayer will be deemed as of the close of any business- day to hold 
property which he is or will be entitled to receive or acquire by virtue of 
any other asset acquired for arbitrage operations or by virtue of any con- 
tract he has entered into in an arbitrage operation ; and 

(4) for the purpose of this subsection arbitrage operations are trans- 
actions involving the purchase and sale of assets for the purpose of 
profiting from a current difference between the price of the asset pur- 
chased and the price of the asset sold, and in which the asset purchased, 
if not identical to the asset sold, is such that by virtue thereof the tax- 
payer is, dr will be, entitled to acquire assets identical to the assets sold. 
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Such operations must be dearly identified by the taxpayer in his records 
as arbitrage operations on the day of the transaction or as soon there- 
after as may be practicable. Assets acquired for arbitrage operations 
will include stocks and securities and the right to acquire stocks and 
securities. 

[Sec. 1233(f), I. R. C. 1954, as added by sec. 1, Pub. Law 5S5 ? 84tk Cong. 
Under sec. 2, Pub. Law 3S5, S4th Cong., the amendment made by see. 1 of such 
Act shall apply only with respect to taxable years ending after August 12, 
1955, the date of the enactment of such Act, and only in the case of a short 
sale of property made by the taxpayer after such date.] 


§ 1.1233-1 Gains and Losses From Short Sales. — (a) General.— 

(1) For income tax purposes a short sale is not deemed to be consum- 
mated until delivery of property to close the short sale. Whether the 
recognized gain or loss from a short sale is capital gain or loss or 
ordinary gain or loss depends upon whether the property so delivered 
constitutes a capital asset in the hands of the taxpayer. # 

(2) Thus, if a dealer in securities makes a short sale of X Corpora- 
tion stock, ordinary gain or loss results on closing of the short sate if 
the stock used to close the short sale was stock which he held primarily 
for sale to customers in the ordinary course of his trade or business. 
If the stock used to close the short sale was a capital asset in his hands, 
or if the taxpayer in this example was not a dealer, a capital gain or 
loss would result. 

(3) Generally, the period for which a taxpayer holds property 
delivered, to close a short sale determines whether long-term or short- 
term capital gain or loss results. 

(4) Thus, if a taxpayer makes a short sale of shares of stock and 
covers the short sale by purchasing and delivering shares which he 
held for not more than six months, the recognized gain or loss would 
be considered short-term capital gain or loss. If the short sale is 
made through a broker and the broker borrows property to make a 
delivery, the short sale is not deemed to be consummated until the 
obligation of the seller created by the short sale is finally cisenarged 
by delivery of property to the broker to replace the property borrow ect 

by the broker. # .. , * 

(b) Hedqing transactions. — Gain or loss from a bona fide hedging 
transaction in commodity futures entered into by flour millers, pro- 
ducers of cloth, operators of grain elevators, etc., for the purpose ot 
their business shall not he considered gain or loss from the sale or 
ex chan ge of a capital asset. Gain or loss from a short sale of com- 
modity futures which does not qualify as a hedging transaction shall 
be considered gain or loss from the sale or exchange of a capital asset 
if the co mm odity future used to close the short sale constitutes a capi- 
tal asset in the hands of the taxpayer as explained m paragraph (a) 

° f (S* 3 Spetiai short sales.— { 1) General.- Section 1233 provides rules 
as to the tax consequences of a short sale of property if gam or loss 
from the short sale is considered as gam or loss from the sale or ex 
change of a capital asset under section 1233(a) and paragraph (a) of 
this section and if, at the time of the short sale or on or before the 
date of 'the closing of the short sale, the taxpayer holds property 
substantially identical to that sold short. The term property is 
defined for purposes of such rules to include only stocks and securities 
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(including stocks and securities dealt with on a “when issued” basis) 
and commodity futures, which are capital assets in the hands of the 
taxpayer. Certain restrictions on the application of the section to 
commodity futures are provided in section 1233(e) and paragraph 
(d) (2) of this section. Section 1233(f) contains special provisions 
governing the operation of rule (2) in subparagraph (2) of this para- 
graph in the case of a purchase and short sale of stocks or securities 
in a transaction qualifying as an arbitrage operation. 

(2) Treatment of s fecial short sales . — The first two rules, which 
are set forth in section 1233(b), are applicable whenever property 
substantially identical to that sold short has been held by the taxpayer 
on the date of the short sale for not more than six months (determined 
without regard to rule (2), below, relating to the holding period) or 
is acquired by him after the short sale and on or before the date of 
the closing thereof. These rules are : 

Rule (7). Any gain upon the closing of such short sale shall be 
considered as a gain upon the sale or exchange of a capital asset 
held for not more than six months (notwithstanding the period of 
time any property used to close such short sale has been held) ; and 

Rule (£). The holding period of such substantially identical 
property shall be considered to begin (notwithstanding the provi- 
sions of section 1233) on the date of the closing of such short sale 
or on the date of a sale, gift, or other disposition of such property, 
whichever date occurs first. 

(3) Options to sell . — For the purpose of rule^ (1) and rule (2) in 
subparagraph (2) of this paragraph, the acquisition of an option to 
sell property at a fixed price shall be considered a short sale, and the 
exercise or failure to exercise such option shall be considered as a 
closing of such short sale, except that any option to sell property at a 
fixed price acquired on or after August 17, 1954 (the day after enact- 
ment of the Internal Revenue Code of 1954), shall not be considered a 
short sale and the exercise or failure to exercise such option shall not 
be considered as the closing of a short sale provided that the option 
and property identified as intended to be used in its exercise are 
acquired on the same date. This exception shall not apply, if the 
option is exercised, unless it is exercised by the sale of the property so 
identified. _ In the case of any option not exercised which falls within 
this exception, the cost of such option shall be added to the basis of 
the property with which such option is identified. If the option itself 
does pot specifically identify the property intended to be used in 
exercising the option, then the identification of such property shall 
be made by appropriate entries in the taxpayer’s records within 15 
days after the date such property is acquired or within 30 days after 
the promulgation of regulations under section 1233, whichever expira- 
tion date later occurs. 

# (I) Treatment of losses . — The third rule, which is set forth in sec- 
tion 1233(d), is applicable whenever property substantially identical 
to that sold short has been held by the taxpayer on the date of the 
short sale for more than six months. This rule is : 

Rule (3). Any loss upon the closing of such short sale shall be 
considered as a loss upon the sale or exchange of a capital asset held 
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for more than six months, notwithstanding the period of time any 
property used to close such short sale has been held. For the pur- 
pose of rule (3), the acquisition of an option to sell property at a 
fixed price is not considered a short sale, and the exercise or failure 
to exercise such option is not considered as a closing of a short sale. 

(5) Application of rules. — Rules (1) and (3) do not apply to the 
gain or loss attributable to so much of the property sold short as ex- 
ceeds in quantity the substantially identical property referred to in 
sections 1233(b) and 1233(d), respectively. Except as otherwise pro- 
vided in section 1233(f), rule (2) applies to the substantially identical 
property referred to in section 1233(b) in the order of the dates of 
the acquisition of such property, but only to so much of such property 
as does not exceed the quantity sold short. If property substantially 
identical to that sold short has been held by the taxpayer on the date 
of the short sale for not more than six months, or is acquired by him 
after the short sale and on or before the date of the closing thereof, 
and if property substantially identical to that sold short has been 
held by the taxpayer on the date of the short sale for more than six 
months, all three rules are applicable. 

(6) Examples. The following examples illustrate the application 
of these rules to short sales of stock in the case of a taxpayer who makes 
his return on the basis of the calendar year : 

Example (1). A buys 100 shares of X stock at $10 per share on 
February 1, 1955, sells short 100 shares of X stock at $16 per share 
on July 1, 1955, and closes the short sale on August 2, 1955, by de- 
livering the 100 shares of X stock purchased on February 1, 1955, to 
the lender of the stock used to effect the short sale. Since 100 shares 
of X stock had been held by A on the date of the short sale for not 
more than six months, the gain of $600 realized upon the closing 
of the short sale is, by application of rule (1), a short-term capital 
gain. 

Example (£). A buys 100 shares of X stock at $10 per share on 
February 1, 1955, sells short 100 shares of X stock at $16 per share 
on July 1, 1955, closes the short sale on August 1, 1955, with 100 
shares of X stock purchased on that date at $18 per share, and on 
August 2, 1955, sells at $18 per share the 100 shares of X stock 
purchased on February 1, 1955. The $200 loss sustained upon the 
closing of the short sale is a short-term capital loss to which section 
1233(d) has no application. By application of rule (2), however, 
the holding period of the 100 shares of X stock purchased on Feb- 
ruary 1, 1955, and sold on August 2, 1955, is considered to begin 
on August 1, 1955, the date of the closing of the short sale. The 
$800 gain realized upon the sale of such stock is, therefore, a short- 
term capital gain. 

Example (3) . A buys 100 shares of X stock at $10 per share on 
February 1, 1955, sells short 100 shares of X stock at $16 per share 
on September 1, 1955, sells on October 1, 1955, at $18 per share the 
100 shares of X stock purchased on February 1, 1955, and closes the 
short sale on October 1, 1955, with 100 shares of X stock purchased 
on that date at $18 per share. The $800 gain realized upon the sale 
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of the 100 shares of X stock purchased on February 1, 1955, is a long- 
term capital gain to which section 1233(b) has no application. 
Since A had held 100 shares of X stock on the date of the short sale 
for more than six months, the $200 loss sustained upon the closing 
of the short sale is, by application of rule (3), a long-term capital 
loss. If, instead of purchasing 100 shares of X stock on October 1, 
1955, A closed the short sale with the 100. shares of stock purchased 
on February 1, 1955, the $600 gain realized on the closing of the 
short sale would be a long-term capital gain to which section 1233 
(b) has no application. 

Example H). A sells short 100 shares of X stock at $16 per 
share on February 1, 1955. He buys 250 shares of X stock on March 
1, 1955, at $10 per share and holds the latter stock until September 
2, 1955 (more than six months) , at which time, 100 shares of the 250 
shares of X stock are delivered to close the short sale made on 
February 1, 1955. Since substantially identical property was 
acquired by A after the short sale and before it was closed, the $600 
gain realized on the closing of the short sale is, by application of 
rule (1), a short-term capital gain. The holding period of the re- 
maining 150 shares of X stock is not affected by section 1233 since 
this amount of the substantially identical property exceeds the 
quantity of the property sold short. 

E xample (5) . A buys 100 shares of X stock at $10 per share on 
February 1, 1955, buys an additional 100 shares of X stock at $20 
per share on July 1, 1955, sells short 100 shares of X stock at $30 
per share on September 1, 1955, and closes the short sale on February 
1, 1956, by delivering the 100< shares of X stock purchased on 
February 1, 1955, to the lender of the stock used to effect the short 
sale. Since 100 shares of X stock had been held by A on the date 
of the short sale for not more than six months, the gain of $2,000 
realized upon the closing of the short sale is, by application of 
rule (1), a short-term capital gain and the holding period of the 
100 shares of X stock purchased on July 1, 1955, is considered, by 
application of rule (2) , to begin on February 1, 1956, the date of 
the closing of the short sale. If, however, the 100 shares of X 
stock purchased on July 1, 1955, had been used by A to close the 
short sale, then, since 100 shares of X stock had been held by A on 
the date of the short sale for not more than six months, the gain of 
$1,000 realized upon the closing of the short sale would be, by appli- 
cation of rule (1) , a short-term capital gain, but the holding period 
of the 100 shares of X stock purchased on February 1, 1955, would 
not be affected by section 1233. If, on the other hand, A purchased 
an additional 100 shares of X stock at $40 per share on February 1, 
1956, and used such shares to close the short sale at that time, then, 
since 100 shares of X stock had been held by A on the date of the 
short sale for more than six months, the loss of $1,000 sustained upon 
the closing of the short sale would be, by application of rule (3), 
a long-term capital loss, and since 100 shares of X stock had been 
held by A on the date of the short sale for not more than six months, 
the holding period of the 100 shares of X stock purchased on July 
1, 1955, would be considered, by application of rule (2) , to begin 
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on February 1, 1956, but the holding period of the 100 shares of X 
stock purchased on February 1, 1955, would not be affected by sec- 
tion 1233. 

Example ( 6 ) . A buys 100 shares of X preferred stock at $10 per 
share on February 1, 1955. On July 1 , It 5 5, -.e enters into a con- 
tract to sell 100 shares of XY common stock at $16 per share when, 
as, and if issued pursuant to a particular plan of reorganization. 
On August 2, 1955, he receives 100 shares of XY common stock in 
exchange for the 100 shares of X preferred stock purchased on Feb- 
ruary 1, 1955, and delivers such common shares m performance of 
Iris July 1, 1955, contract. Assume that the exchange of the X 
preferred stock for the XY common stock is a tax-free exchange 
pursuant to section 354(a) (1), and that on the basis of all of the 
facts and circumstances existing on July 1, 1955, the “when is- 
sued 75 XY common stock is substantially identical to the X pre- 
ferred stock. Since 100 shares of substantially identical property 
had been held by A for not more than six months on the date of 
entering into the July 1, 1955, contract of sale, the gain of $600 
realized upon the closing of the contract of sale is, by application 
of rule ( 1 ) , a short-term capital gain. 


(d) Other rules for the application of section 1233— (1) Substan- 
tially identical property . — The term “substantially identical property 75 
is to be applied according to the facts and circumstances in each case. 
In general, as applied to stocks or securities, the term has the same 
meaning as the term “substantially identical stock or securities 55 used 
in section 1091, relating to wash sales of stocks or securities. For cer- 
tain restrictions on the term as applied to commodity futures see 
subparagraph (2) of this paragraph. Ordinarily, stocks or securities 
of one corporation are not considered substantially identical to stocks 
or securities of another corporation. In certain situations they may 
be substantially identical ; for example, in the case of a reorganization 
the facts and circumstances may be such that the stocks and securities 
of predecessor and successor corporations are substantially identical 
property. Similarly, bonds or preferred stock of a corporation are 
not ordinarily considered substantially identical to the common stock 
of the same corporation. However, in certain situations, as, _ for 
example, where the preferred stock or bonds are convertible into 
common stock of the same corporation, the relative values, price 
changes, and other circumstances may be such as to make such bonds 
or preferred stock and the common stock substantially identical prop- 
erty Similarly, depending on the facts and circumstances, the term 
may apply to the stocks and securities to be received in a corporate 
reorganization or recapitalization, traded in on a when issued basis, 
as compared with the stocks or securities to be exchanged m such 

reorganization or recapitalization. . . /q\ 

(2) Commodity futures.— (i) As provided m section 1233(e)(2) 
(Bh in the case of futures transactions m any commodity on or sub- 
feet to the rules of a board of trade or commodity exchange, ^ com- 
modity future requiring delivery m one calendar month shall not be 
considered as property substantially identical to 
future remiirins* delivery in a different calendar month, b or example, 
in Say wheat and July wheat are not considered. 
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for tli© purpose of section 1233, substantially identical property. Simi- 
larly, futures in different commodities which are not generally tlirougl: 
custom of the trade used as hedges for each other (such as. corn and 
wheat, for example) are not considered substantially identical prop- 
erty. If commodity futures are otherwise substantially, identical prop- 
erty, the mere fact that they were procured through different brokers 
will not remove them from the scope of the term “substantially iden- 
tical property. 55 Commodity futures procured on different markets 
may come within the term “substantially identical property 55 depend- 
ing upon the facts and circumstances in the case, with the historical 
similarity in the price movements in the two markets as the primary 
factor to be considered. 

(ii) Section 1233(e) (3), relating to so-called “arbitrage 55 transac- 
tions in commodity futures, provides that where a taxpayer enters into 
two commodity futures transactions on the same day, one requiring 
delivery by him in one market and the other requiring delivery to 
him of the same (or substantially identical) commodity in the same 
calendar month in a different market, and the taxpayer subsequently 
closes both such transactions on the same day, section 1233 shall have 
no application to so much of the commodity involved in either such 
transaction as does not exceed in quantity the commodity involved 
in the other. Section 1233(f), relating to arbitrage operations in 
stocks or securities, has no application to arbitrage transactions in 
commodity futures. 

(iii) The following example indicates the application of section 
1233 to a commodity futures transaction : 

Example. A, who makes his return on the basis of the calendar 
year, on February 1, 1955, enters into a contract through broker X 
to purchase 10,000 bushels of December wheat on the Chicago market 
at $2 per bushel. On July 1, 1955, he enters into a contract through 
broker Y to sell 10,000 bushels of December wheat on the Chicago 
market at $2.25 per bushel. On August 2, 1955, he closes both trans- 
actions at $2.50 per bushel. The $2,500 loss sustained on the closing 
of the short sale is a short-term capital loss to which section 1233 (d) 
has no application. By application of rule (2) in paragraph (c) of 
this section, however, the holding period of the futures contract en- 
tered into on February 1, 1955, is considered to begin on August 2, 
1955, the date of the closing of the short sale. The $5,000 gain real- 
ized upon the closing of such contract is, therefore, a short-term 
capital gain. 

(3) Husband and wife . — Section 1233(e) (2) (C) provides that, in 
the case of a short sale of property by an individual, the term “tax- 
payer 55 in the application of subsections (b), (d), and (e) shall be 
read as “taxpayer or his spouse. 55 Thus, if the spouse of a taxpayer 
holds or acquires property substantially identical to that sold short 
by the taxpayer, and other conditions of subsections (b), (d), and 
(e) are met, then the rules set forth therein are applicable to the same 
extent as if the taxpayer held or acquired the substantially identical 
property. For this purpose, an individual who is legally separated 
from the taxpayer under a decree of divorce or of separate mainte- 
nance shall not be considered as the spouse of the taxpayer. 
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TAX OX SELF-EMPLOYMENT INCOME 

§1.1401 Statutory Provisions; Rate of Tax on Self-Employ- 
ment Income. 

SEC. 1401. KATE OF TAX. 

In addition to other taxes, there shall he imv>seu for each taxable year, on 
the self-employment income of every individual, a tax as follows: 

(1) in the case of any taxable year beginning before January 1, I960, 
the tax shall be equal to 3 percent of the amount of the self -employment 
income for such taxable year ; 

(2) in the case of any taxable year beginning after December 31, 
1959, and before January 1, 1965, the tax shall be equal to 3 : fi percent 
of the amount of the self-employment income for such taxable year ; 

(3) in the case of any taxable year beginning after December 31, 1964, 
and before January 1, 1970, the tax shall be equal to 4 1 .** percent of the 
amount of the self-employment income for such taxable year; 

(4) in the case of any taxable year beginning after December 31, 1969. 
and before January 1, 1975, the tax shall be equal to 5*4 percent of the 
amount of the self-employment income for such taxable year : 

(5) in the case of any taxable year beginning after December 31, 
1974, the tax shall be equal to 6 percent of the amount of the self-em- 
ployment income for such taxable year. 

[Sec. 1401 as amended by sec. 208(a), Social Security Amendments of 
1954.] 

§ 1.1401-1 Tax on Self-Employment Income. — (a) There is im- 
posed, in addition to other taxes, a tax upon the self-employment 
income of every individual at the rates prescribed in section 1401. 
This tax shall be levied, assessed, and collected as part of the income 
tax imposed by subtitle A of the Internal Revenue Code and, except 
as otherwise expressly provided, will be included with the tax imposed 
by section 1 or 3 in computing any deficiency or overpayment and in 
computing the interest and additions to any deficiency, overpayment, 
or tax. Since the tax on self-employment income is part of the income 
tax, it is subject to the jurisdiction of the Tax Court of the United 
States to the same extent and in the same manner as the other taxes 
under subtitle A of the Internal Revenue Code. ^ However, this tax 
is not required to be taken into account in computing any estimate of 
the taxes required to be declared under section 6015. 

(b) In general, self-employment income consists of the net earnings 
derived by an individual (other than a nonresident alien) from a trade 
or business carried on by him as sole proprietor or by a partners"!: :p 
of which he is a member, including the net earnings of certain em- 
ployee newsboys and certain employee ministers and members of reli- 
gious orders. See, however, the exclusions, exceptions, and limitations 
set forth in §§ 1.1402 (a)-l through 1.1402(e)-!. 

§ 1.1402(a) Statutory Provisions ; Definitions; Net Earnings 
From Self-Employment. 


SEC. 1402. DEFINITIONS. 

(a) Net Earnings From Self-Employment.— The term “net earnings from 
qelf-emulovment” means the gross income derived by an individual from any 
tr“le“rb”L Carried on by such individual, less the deductions .allowed 
bv this subtitle which are attributable to such trade or business, plus his d s 
tributiveshare whether or not distributed) of income or loss described m 
SS tS ( 9) from any trade or business carried on by a partnership 
of which he is a member; except that in computing such gross income and 
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deductions and such distributive share of partnership ordinary income or 

loss — J , ■ 

(1) there shall be excluded rentals from real estate and from personal 
property leased with the real estate (including such rentals paid in crop 
shares) together with the deductions attributable thereto, unless such 
rentals are received in the course of a trade or business as a real estate 
dealer * 

(2) there shall be excluded dividends on any share of stock, and in- 
interest on any bond, debenture, note, or certificate, or other evidence of 
indebtedness, issued with interest coupons or in registered form by any 
corporation (including one issued by a government or political sub- 
division thereof), unless such dividends and interest (other than in- 
terest described in section 35) are received in the course of a trade or 
business as a dealer in stocks or securities ; 

(3) there shall be excluded any gain or loss — 

(A) which is considered as gain or loss from the sale or exchange 
of a capital asset, 

(B) from the cutting of timber, or the disposal of timber or coal, 
if section 631 applies to such gain or loss, or 

(C) from the sale, exchange, involuntary conversion, or other 
disposition of property if such property is neither — 

(i) stock in trade or other property of a kind which would 
properly be includible in inventory if on hand at the close of 
the taxable year, nor 

(ii) property held primarily for sale to customers in the 
ordinary course of the trade or business ; 

(4) the deduction for net operating losses provided in section 172 
shall not be allowed ; 

(5) if— 

(A) any of the income derived from a trade or business (other 
than a trade or business carried on by a partnership) is community 
income under community property laws applicable to such income, 
all of the gross income and deductions attributable to such trade or 
business shall be treated as the gross income and deductions of the 
husband unless the wife exercises substantially all of the manage- 
ment and control of such trade or business, in which case all of 
such gross income and deductions shall be treated as the gross 
income and deductions of the wife ; and 

(B) any portion of a partner’s distributive share of the ordinary 
income or loss from a trade or business carried on by a partnership 
is community income or loss under the community property laws 
applicable to such share, all of such distributive share shall be in- 
cluded in computing the net earnings from self-employment of such 
partner, and no part of such share shall be taken into account in 
computing the net earnings from self-employment of the spouse of 
such partner ; 

(6) a resident of Puerto Hieo shall compute his net earnings from 
self-employment in the same manner as a citizen of the United States 
but without regard to section 933 ; 

(7) the deduction for personal exemptions provided in section 151 
shall not be allowed ; 

(8) an individual who is — 

(A) a duly ordained, commissioned, or licensed minister of a 
church or a member of a religious order ; and 

(B) a citizen of the United States performing service described 
in subsection (e) (4) as an employee of an American employer 
(as defined in section 3121(h) ) 

shall compute his net earnings from self-employment derived from the 
performance of service described in subsection (c) (4) without regard to 
section 911 (relating to earned income from sources without the United 
States) and section 931 (relating to income from sources within pos- 
sessions of the United States ) . 

If the taxable year of a partner is different from that of the partner- 
ship, the distributive share which he is required to include in computing 
Ins net earnings from self-employment shall be based on the- ordinary 
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income or loss of the partnership for any taxable year of the partner- 
ship ending within or with his taxable year. In the ease of any trade 
or business which is carried on by an individual who reports his income 
on a cash receipts and disbursements basis, and in which, if it were 
carried on exclusively by employees, the major portion of the services 
would constitute agricultural labor as defined in section 3121(g), (i) 
if the gross income derivered from such trade or business by such 
individual is not more than $1,800, the net earnings from self-employ- 
ment derived by him therefrom may, at his option, be deemed to be 
50 percent of such gross income in lieu of his net nearnings from self- 
employment from such trade or business computed as provided under 
the preceding provisions of this subsection, or (ii) if the gross income 
derived from such trade or business by such individual is more than 
$1,800 and the net earnings from self-employment derived by him there- 
from, as computed under the preceding provMons of this subsection, 
are less than $900, such net earnings may instead, at the option of such 
individual, be deemed to be $900. For the purpose of the preceding 
sentence, gross income derived from such trade or business shall mean 
the gross receipts from such trade or business reduced by the cost or 
other basis of property which was purchased and sold in carrying on 
such trade or business, adjusted (after such reduction) in accordance 
with the preceding provisions of this subsection. 

[SEC. 1402(a) as amended by sec. 201(a) and (e)(4). Social Security 
Amendments of 1954, for taxable years ending after 1954. For taxable years 
ending before 1955, see. 1402(a), as set forth below, is applicable. 

SEC. 1402. DEFINITIONS. 

(a) Net Earnings Fbom Self-Employment. — The term “net earnings 
from self-employment” means the gross income derived by an individual 
from any trade or business carried on by such individual, less the deductions 
allowed by this substitle which are attributable to such trade or business, 
plus his distributive share ( whether or not distributed ) of income or loss de- 
scribed in section 702(a)(9) from any trade or business carried on by a 
partnership of which he is a member ; except that in computing such gross 
income and deductions and such distributive share of partnership ordinary 
income or loss — 

(1) there shall be excluded rentals from real estate (including per- 
sonal property leased with the real estate) and deductions attributable 
thereto, unless such rentals are received in the course of a trade or busi- 
ness as a real estate dealer ; 

(2) there shall be excluded income derived from any trade or business 
in which, if the trade or business 'were carried on exclusively by em- 
ployees, the major portion of the services would constitute agricultural 
labor as defined in section 3121(g); and there shall be excluded all 
deductions attributable to such income ; 

(3) there shall be excluded dividends on any share of stock, and 
interest on any bond, debenture, note, or certificate, or other evidence 
of indebtedness, issued with interest coupons or in registered form by 
any corporation (including one issued by a government or political sub- 
division thereof), unless such dividends and interest (other than interest 
described in section 35) are received in the course of a trade or business 
as a dealer in stocks or securities ; 

(4) there shall be excluded any gain or loss — 

(A) which is considered as gain or loss from the sale or exchange 

of a capital asset, . , . 

(B) from the cutting of timber, or the disposal of timber or coal, 
if section 631 applies to such gain or loss, or 

(C) from the sale, exchange, involuntary conversion, or other dis- 
position of property if such property is neither— 

(i) stock in trade or other property of a kind which would 
properly be includible in inventory if on hand at the close of 

the taxable year, nor . ,, 

(ii) property held primarily for sale to customers m the 
ordinary course of the trade or business ; 
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(5) the deduction for net operating losses provided in section 172 shall 
not be allowed ; 

^ (A) any of the income derived from a trade or business (other 
than a trade or business carried on by a partnership) is community 
income under community property laws applicable to such income, 
all of the gross income and deductions attributable to such trade 
or business shall be treated as the gross income and deductions of 
the husband unless the wife exercises substantially all of the man- 
agement and control of such trade or business, in which case all of 
such gross income and deductions shall be treated as the gross in- 
come and deductions of the wife ; and 

(B) any portion of a partner’s distributive share of the ordinary 
income or loss from a trade or business carried on by a partnership 
is community income or loss under the community property laws 
applicable to such share, all of such distributive share shall be in- 
cluded in computing the net earnings from self-employment of such 
partner, and no part of such share shall be taken into account in 
computing the net earnings from self-employment of the spouse of 
such partner ; 

(7) a resident of Puerto Rico shall compute his net earnings from 
self-employment in the same manner as a citizen of the United States 
but without regard to section 933 ; 

(S) the deduction for personal exemptions provided in section 151 
shall not be allowed. 

If the taxable year of a partner is different from that of the partnership, the 
distributive share which he is required to include in computing his net 
earnings from self-employment shall be based on the ordinary income or loss 
of the partnership for any taxable year of the partnership ending within or 
with his taxable year.] 

§ 1.1402(a)-! Net Earnings From Self-Employment — (a) Def- 
inition. — (1) Subject to the special rules set forth in paragraph (c) 
of this section and to the exclusions set forth in § 1.1402(c)-!, the 
term “net earnings from self-employment” means — 

(i) The gross income derived by an individual from any trade 
or business carried on by such individual, less the deductions allowed 
by chapter 1 of the Internal Bevenue Code which are attributable 
to such trade or business, plus 

(ii) His distributive share (whether or not distributed), as de- 
termined under section 704, of the income (or minus the loss), de- 
scribed in section 702(a)(9) and as computed under section 703, 
from any trade or business carried on by any partnership of which 
he is a member. 

(2) Gross income derived by an individual from a trade or business 
includes payments received by him from a partnership of which he 
is a member for services rendered to the partnership or for the use 
of capital by the partnership, to the extent the payments are deter- 
mined without regard to the income of the partnership. However, 
such payments received from a partnership not engaged in a trade or 
business within the meaning of section 1402(c) and § 1.1402 (c)-l do 
not constitute gross income derived by an individual from a trade or 
business. See section 707 (c) and the regulations thereunder, relating 
to guaranteed, payments to a member of a partnership for services or 
the use of capital. See also section 706(a) and the regulations there- 
under, relating to the taxable year of the partner in which such guar- 
anteed payments are to be included in computing taxable income. 

§3L14Q2(a)-(a)(l) 



501 


(3) Gross income derived by an individual from a trade or business 
includes gross income received (in the case of an individual reporting 
income on the cash receipts and disbursements method) or accrued ( in 
the case of an individual reporting income on the accrual method) in 
the taxable year from a trade or business even though such income 
may be attributable in whole or in part to services rendered or other 
acts performed in a prior taxable year as to which the individual was 
not subject to the tax on self-employment income. 

(b) Computation of net earnings — (1) General rule . — In general, 
the gross income and deductions of an individual attributable to a 
trade or business (including a trade or business conducted by an 
employee referred to in paragraph (c) (1) or (2) of § 1.1402(c)-!), 
for the purpose of ascertaining his net earnings from self-employ- 
ment, are to be determined by reference to the provisions of law and 
regulations applicable with respect to the taxes imposed by sections 
1 and 3. Thus ; if an individual uses the accrual method of account- 
ing in computing taxable income from a trade or business for the 
purpose of the tax imposed by section 1 or 3, he must use the same 
method in determining net earnings from self-employment. Like- 
wise, if a taxpayer engaged in a trade or business of selling property 
on the installment plan elects, under the provisions of section 453, to 
use the installment method in computing income for purposes of the 
tax under section 1 or 3, he must use the same method in determining 
net earnings from self-employment. Except as otherwise provided in 
paragraph (c) (6) of this section, relating to certain residents of 
Puerto Rico, and in paragraph (c) (8) of this section, relating to 
ministers or members of religious orders, income which is excludable 
from gross income under any provision of subtitle A of the Internal 
Revenue Code is not taken into account in determining net earnings 
from self-employment. Thus, in the case of a citizen of the United 
States conducting, in a foreign country, a trade or business in which 
both personal services and capital are material income-producing 
factors, any part of the income therefrom which is excluded from 
gross income as earned income under the provisions of section 011 and 
the regulations thereunder is not taken into account in determining 
net earnings from self-employment. 

(2) Trade or business carried on. — The trade or business must be 
carried on by the individual, either personally on through agents or 
employees. Accordingly, income derived from a trade or business 
carried on by an estate or trust is not included in determining the 
net earnings from self-employment of the individual beneficiaries of 
such estate or trust. 

(3) Aggregate net earnings— Where an individual is engaged in 

more than one trade or business within the meaning of section 1402(c) 
and § 1.1402 (c)-l, his net earnings from self-employment consist of 
the aggregate of the net income and losses (computed subject to the 
special rules provided in this section) of all such trades or businesses 
carried on by him. Thus, a loss sustained in one trade or business 
carried on by an individual will operate to offset the income derived 
by him from another trade or business. . 

(4) Partnerships— The net earnings from self-employment ot an 
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individual include, in addition to the earnings from a trade or busi- 
ness carried on by him, his distributive share of the income or loss, 
described in section 702(a) (9), from any trade or business carried on 
by each partnership of -which he is a member. An individual’s dis- 
tributive share of such income or loss of a partnership shall be deter- 
mined as provided in section 704, subject to the special rules set forth 
in section 1402(a) and in this section and to the exclusions provided 
in section 1402(c) and in § 1.1402(c)-!. For provisions relating to 
the computation of the taxable income of a partnership, see sec- 
tion 703. 

(5) Different taxable years— If the taxable year of a partner dif- 
fers from that of the partnership, the partner shall include, in com- 
puting net earnings from self-employment, his distributive share 
of the income or loss, described in section 702(a) (9), of the partner- 
ship for its taxable year ending with or within the taxable year of 
the partner. 

(6) Meaning of partnerships —For the purpose of determining net 
earnings from self-employment, a partnership is one which is recog- 
nized as such for income tax purposes. For income tax purposes, the 
term “partnership” includes not only a partnership as known at com- 
mon law, but, also, a syndicate, group, pool, joint venture, or other 
unincorporated organization which carries on any trade or business, 
financial operation, or venture, and which is not, within the meaning 
of the Internal Revenue Code, a trust, estate, or a corporation. An 
organization described in the preceding sentence shall be treated as 
a partnership for purposes of the tax on self-employment income even 
though such organization has elected, pursuant to section 1361 and the 
regulations thereunder, to be taxed as a domestic corporation. 

(7) Nature of partnership interest . — The net earnings from self- 
employment of a partner include his distributive share of the income 
or loss, described in section 702 (a) (9) , of the partnership of which he 
is a member, irrespective of the nature of his membership. Thus, in 
determining his net earnings from self-employment, a limited or inac- 
tive partner includes his distributive share of such partnership in- 
come or loss. In the case of a partner who is a member of a partner- 
ship with respect to which an election has been made pursuant to sec- 
tion 1361 and the regulations thereunder to be taxed as a domestic 
corporation, net earnings from self-employment include his distribu- 
tive share of the income or loss, described in section 702(a) (9), from 
the trade or business carried on by the partnership computed without 
regard to the fact that the partnership has elected to be taxed as a 
domestic corporation. 

(8) Proprietorship taxed as domestic corporation . — A proprietor 
of an unincorporated business enterprise with respect to which an 
election has been made pursuant to section 1361 and the regulations 
thereunder to be taxed as a domestic corporation shall compute his net 
earnings from self-employment without regard to the fact that such 
election has been made. 

(c) Special rules for computing net earnings . — For the purpose of 
computing net earnings from self-employment, the gross income de- 
rived by an individual from a trade or business carried on by him, 
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tlie allowable deductions attributable to such trade or business, and 
the individual's distributive share of the income or loss, described 
m section *02 (a) (9), from any trade or business carried on by a part- 
nership of which he is a member shall be computed in accordance with 
the following special rules : 

(1) Rentals from real estate . — (i) Rentals from real estate and 
from personal property leased with the real estate ( 
rentals paid in crop shares) and the deductions artribunib-e :ne:e:o. 
unless such rentals are received by an individual in the course of a 
trade or business as a real-estate dealer, are excluded. Whether or not 
an individual is engaged in the trade or business of a real-estate dealer 
is determined by the application of the principles followed in respect 
of the taxes imposed by sections 1 and 3. In general, an individual 
who is engaged in the business of selling real estate to customers with 
a view to the gains and profits that may be derived from such sales is 
a real-estate dealer. On the other hand, an individual who merely 
holds real estate for investment or speculation and receives rentals 
therefrom is not considered a, real-estate dealer. Where a real -estate 
dealer holds real estate for investment or speculation in addition to 
real estate held for sale to customers in the ordinary course of his 
trade or business as a real-estate dealer, only the rentals from the real 
estate held for sale to customers in the ordinary course of his trade or 
business as a real-estate dealer, and the deductions attributable thereto, 
are included in determining net earnings from self-employment; the 
rentals from the real estate held for investment or speculation, and 
the deductions attributable thereto, are excluded. Rentals paid in crop 
shares include income derived by an individual as the owner or lessee 
of land under an .agreement entered into with another person pur- 
suant to which such other person undertakes to produce a crop or live- 
stock on such land and pursuant to which (a) the crop or livestock, 
or the proceeds thereof, are to he divided between such individual and 
such other person, and (&) the amount of such individual’s share 
depends on the amount of the crop or livestock produced. 

(ii) Payments for the use or occupancy of entire private residences 
or living quarters, in duplex or multiple-housing units are generally 
rentals from real estate. Except in the case of real-estate dealers, such 
payments are excluded in determining net earnings from self-employ- 
ment even though such payments are in part attributable to personal 
property furnished under the lease. 

(iii) Payments for the use or occupancy of rooms or other space 
where services are also rendered to the occupant, such as for the use 
or occupancy of rooms or other quarters in hotels, boarding houses, or 
apartment houses furnishing hotel services, or in tourist camps or 
tourist homes, or payments for the use or occupancy of space in park- 
ing lots, warehouses, or storage garages, do not constitute rentals from 
real estate ; consequently, such payments are included in determining 
net earnings from self-employment. Generally, services are con- 
sidered rendered to the occupant if they are primarily for his con- 
venience and are other than those usually or customarily rendered in 
connection with the rental of rooms or other space for accupancy only. 
The supplying of maid service, for example, constitutes such service ; 
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whereas, the furnishing of heat and light, the cleaning of public 
entrances, exits, stairways and lobbies, the collection of trash, and so 
forth, are not considered as services rendered to the occupant. 

(iv) Except in the case of a real-estate dealer, where an individual 
or a partnership is engaged in a trade or business the income of which 
is classifiable in part as rentals from real estate, only that portion of 
such income which is not classifiable as rentals from real estate, and 
the expenses attributable to such portion, are included in determining 

net earnings from self-employment. 

(v) The application of this subparagraph may be illustrated by 
the following example : 

Example — A, an individual, owns a building containing four 
apartments. During the taxable year, he receives $1,400 from 
apartments numbered 1 and 2, which are rented without services 
rendered to the occupants, and $3,600 from apartments numbered 
3 and 4, which are rented with services rendered to the occupants. 
His fixed expenses for the four apartments aggregate $1,200 dur- 
ing the taxable year. In addition, he has $500 of expenses attrib- 
utable to the services rendered to the occupants of apartments 
3 and 4. In determining his net earnings from self-employment, 
A includes the $3,600 received from apartments 3 and 4, and the 
expenses of $1,100 ($500 plus % of $1,200) attributable thereto. 
The rentals and expenses attributable to apartments 1 and 2 are 
excluded. Therefore, A has $2,500 of net earnings from self- 
employment for the taxable year from the building. 

(2) Dividends and interest . — (i) All dividends on shares of stock 
are excluded unless they are received by an individual in the course 
of his trade or business as a dealer in stocks or securties. 

(ii) Interest on any bond, debenture, note, or certificate, or other 
evidence of indebtedness, issued with interest coupons or in registered 
form by any corporation (including one issued by a government or 
political subdivision thereof) , is excluded unless such interest is re- 
ceived in the course of a trade or business as a dealer in stocks or 
securities. However, interest with respect to which a credit against 
tax is allowable as provided in section 35, that is, interest on certain 
obligations of the United States and its instrumentalities, is not in- 
cluded in net earnings from self-employment even though received 
in the course of a trade or business as a dealer in stocks or securities. 
Only interest on bonds, debentures, notes, or certificates, or other evi- 
dence of indebtedness, issued with interest coupons or in registered 
form by a corporation, is excluded in the case of all persons other than 
dealers in stocks or securities ; other interest received in the course of 
any trade or business (such as interest received by a pawnbroker on 
his loans or interest received by a merchant on his accounts or notes 
receivable ) is not excluded. 

(iii) Dividends and interest of the character excludable under 
the preceding subdivisions of this subparagraph received by an indi- 
vidual on stocks or securities held for speculation or investment are 
excluded whether or not the individual is a dealer in stocks or securities. 

(iv) ^ A dealer in stocks or securities is a merchant of stocks or 
securities with an established place of business, regularly engaged in 
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the business of purchasing stocks or securities and reselling them to 
cutomers; that is, he is one who as a merchant buys stocks or securities 
and sells them to customers with a view to the gains and profits that 
may be derived therefrom. Persons who buy and sell or hold stocks 
or securities for investment or speculation, irrespective of whether 
such buying or selling constitutes the carrying on of a trade or busi- 
ness, are not dealers in stocks or securities. 

(3) Gain or loss from disposition of vrc verty, — (i) There is ex- 
cluded any gain or loss: (a) Which is considered as gain or loss from 
the sale or exchange of a captial asset: (&) from the cutting of timber 
or. the disposal of timber or the disposal of coal, even though held 
primarily for sale to customers, if section 631 is applicable to such 
gain or loss; and. (c) from the sale, exchange, involuntary conversion, 
or other disposition of property if such property is neither (2) stock 
in trade or other property of a kind which would properly be includible 
in inventory if on hand at the close of the taxable year, nor (2) prop- 
erty held primarily for sale to customers in the ordinary course of 
a trade or business.. For the purpose of the special rule in (e) of this 
subdivision, it is immaterial whether a gain or loss is treated as a 
capital gain or loss or as an ordinary gain or loss for purposes other 
than determining net earnings from self-employment. For instance, 
where the character of a loss is governed by the provisions of section 
1231, such loss is excluded in determining net earnings from self- 
employment even though such loss is treated under section 1231 as 
an ordinary loss. For the purposes of this special rule, the term 
“involuntary conversion” means a compulsory or involuntary conver- 
sion of property into other property or money as a result of its destruc- 
tion in whole or in part, theft or seizure, or an exercise of the power of 
requisition or condemnation or the threat or imminence thereof; and 
the. term “other disposition” includes the destruction or loss, in whole 
or in part, of property by fire, storm, shipwreck, or other casualty, or 
by theft, even though there is no conversion of such property into 
other property or money. 

(ii) The application of this subparagraph may be illustrated by 
the following example : 

Example . — During the taxable year 1954, A, who owns a grocery 
store, realized a net profit of $1,500 from the sale of groceries and 
a gain of $350 from the sale of a refrigerator case. During the 
same year, he sustained a loss of $2,000 as a result of damage by 
fire to the store building. In computing taxable income, all of 
these items are taken into account. In determining net earnings 
from self-employment, however, only the $1,500 of profit derived 
from the sale of groceries is included. The $350 gain and the 
$2,000 loss are excluded. 

(4) Net operating loss deduction. — The deduction provided by sec- 
tion 172, relating to net operating losses sustained in years other than 
the taxable year, is excluded. 

(5) Community ineome — (i) In case of an individual.- — If any of 
the income derived by an individual from a trade or business (other 
than a trade or business carried on by a partnership) is community 
income under community property laws applicable to such income, 
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all of tlie gross income, and the deductions attributable to such in- 
come, shall be treated as the gross income and deductions of the 
husband unless the wife exercises substantially all of the management 
and control of such trade or business, in which case all of such gross 
income and deductions shall be treated as the gross income and deduc- 
tions of the wife. For the purpose of this special rule, the term 
“management and control” means management and control in fact, 
not the management and control imputed to the husband under the 
community property laws. For example, a wife who operates a 
beauty parlor without any appreciable collaboration on the part of 
her husband will be considered as having substantially all of the man- 
agement and control of such business despite the provision of any 
community property law vesting in the husband the right of manage- 
ment and control of community property ; and the income and deduc- 
tions attributable to the operation of such beauty parlor will be con- 
sidered the income and deductions of the wife. 

(ii) In case of a partnership . — Even though a portion of a partner’s 
distributive share of the income or loss, described in section 702 (a) (9) , 
from a trade or business carried on by a partnership is community 
income or loss under the community property laws applicable to such 
share, all of such distributive share shall be included in computing the 
net earnings from self-employment of such partner ; no part of such 
share shall be taken into account in computing the net earnings from 
self-employment of the spouse of such partner. In any case in which 
both spouses are members of the same partnership, the distributive 
share of the income or loss of each spouse is included in computing the 
net earnings from self-employment of that spouse. 

(6) Puerto Rioo — (i) Residents . — -A resident of Puerto Eico, 
whether or not a bona fide resident thereof during the entire taxable 
year, and whether or not an alien, a citizen of the United States, or a 
citizen of Puerto Eico, shall compute his net earnings from self- 
employment in the same manner as would a citizen of the United 
States residing in the United States. See paragraph (d) of 
§ 1.1402 (b)-l for rules relating to nonresident aliens. For the pur- 
pose of the tax on self-employment income, the gross income of such a 
resident of Puerto Eico . also includes income from Puerto Eican 
sources. Thus, under this special rule, income from Puerto Eican 
sources will be included in determining net earnings from self-employ- 
ment of a resident of Puerto Eico engaged in the active conduct of a 
trade or business in Puerto Eico despite the fact that, under section 
933, such income may not be taken into account for purposes of the 
tax mider section 1 or 3. 

(ii) Nonresidents . — A citizen of Puerto Eico who is also a citizen 
of the United States and who is not a resident of Puerto Eico will 
compute his net earnings from self -employment in the same manner 
and subject to the same provisions of law and regulations as other 
citizens of the United States. 

(7) Personal exemption deduction. — The deduction provided by 
section 151,^ relating to personal exemptions, is excluded. 

(8) Ministers and members of religious orders. — (i) For each tax- 
able year ending after 1954 in which a minister or member of a reli- 
gious order is engaged in a trade or business, within the meaning of 
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section 1402(c) and paragraph (e) of § 1.1402(c) -1. with respect to 
service performed in the exercise of his ministry or in the exercise 
of duties required by such order, net earnings from self-employment 
from such trade or business include the gross income derived during 
the taxable year from any such service, less the deductions attributable 
to such gross income. If a minister or member of a religious order 
engaged in such a trade or business is a citizen of the United States 
and performs service, in his capacity as a minister or member of a 
religious order, as an employee of an American employer, as defined 
in section 3121(h) and subdivision (ii) of this subparagraph, his net 
earnings from self-employment derived from such service shall be 
computed without regard to the exclusions from gross income pro- 
vided in section 911, relating to earned income from sources without 
the United States, and section 931, relating to income from sources 
within possessions of the United States. Thus, even though all the 
income of the minister or member for service of the character to which 
this subparagraph is applicable was derived from sources without the 
United States, or from sources within possessions of the United 
States, and therefore may be excluded from gross income, such income 
is included in computing net earnings from self-employment. 

(ii) For the purpose of this subparagraph, the term “American 
employer” means an employer which is — 

(a) The United States or any instrumentality thereof, 

(b) An individual who is a resident of the United States (that 
is, the several States, the District of Columbia, the Territories of 
Alaska and Hawaii, the Virgin Islands, and Puerto Rico), 

(c) A partnership, if two-thirds or more of the partners are 
residents of the United States, 

(d) A trust, if all of the trustees are residents of the United 

States, or ^ ^ 

(e) A corporation organized under the laws of the United States 
or of any State (including the District of Columbia, the Territories 
of Alaska and Hawaii, the Virgin Islands, and Puerto Rico). 


(9) Income from agricultural activity — (i) Taxable years ending 
before 1955— (a) Income derived in a taxable year ending before 
1955 from any trade or business in w’hich, if the trade or business were 
carried on exclusively by employees, the major portion of the services 
would constitute agricultural labor as defined n> section 3121(g), and 
all deductions attributable to such income, are excluded. In case the 
services are in part agricultural and in part nonagricultural, the tune 
devoted to the performance of each type of service is the test to be 
used to determine whether the major portion of the services would 
constitute agricultural labor. If more than half of the tune spent in 
performing all the services is spent in performing services which 
would constitute agricultural labor under section 3121(g), all income, 
and the deductions attributable to the income, shall he excluded. It 
only half, or less, of the time spent in performing all the services is 
spent in performing services which would constitute^ agricultura 
labor under section 8121(g), all income, and the deductions attribut- 
able to the income, shall be included. In every case the time spent m 
performing the services will be computed by adding the time spent m 


§ 1.14Q2(a)-l(e) 



508 


the trade or business during the taxable year by every individual 
(including the individual carrying on such trade or business and the 
members of his family) in performing such services. The operation 
of this special rule is not affected by section 3121(c), relating to the 
included-excluded rule for determining employment. 

(b) The rules prescribed in (a) of this subdivision have no appli- 
cation where the nonagricultural services are performed in connection 
with an enterprise which constitutes a trade or business separate and 
distinct from the trade or business conducted as an agricultural en- 
terprise. Thus, the operation of a roadside automobile service station 
on farm premises constitutes a trade or business separate and distinct 
from the agricultural enterprise, and the gross income derived from 
such service station, less the deductions attributable thereto, is to be 
taken into account in determining net earnings from self-employment. 

(ii) Taxable years ending after 195 If . — Income derived in a taxable 
year ending after 1954 from agricultural activities (see subdivision 
(i) of this subparagraph) is includible in computing net earnings from 
self-employment. Income derived from agricultural activities includes 
income derived by an individual under an agreement entered into by 
such individual with another person pursuant to which such individual 
undertakes to produce a crop or livestock on land owned or leased by 
such other person and pursuant to which (a) the crop or livestock pro- 
duced by such individual, or the proceeds thereof, are to be divided 
between such individual and such other person, and ( b ) the amount of 
such individual’s share depends on the amount of the crop or livestock 
produced. However, the income derived under such an agreement by 
the owner or lessee of the land is not includible in computing net 
earnings from self-employment. See subparagraph (1) of this para- 
graph. For options relating to the computation of net earnings from 
self-employment, see paragraph (d) of this section. 

(d) Options available to farmers in computing net earnings from 
self -employment j or taxable years ending after 195 If . — (1) Computa- 
tion of net earnings.— In the case of any trade or business which is 
carried on by an individual who reports his income on the cash receipts 
and disbursements method, and in which, if it were carried on exclu- 
sively by employees, the major portion of the services would consti- 
tute agricultural labor as defined in section 3121(g) (see paragraph 
(c)(9) (i) of tliis section), net earnings from self-employment may, 
for a taxable year ending after 1954, at the option of the taxpayer, be 
computed as follows : 

(i) Gross income $1,800 or less . — If the gross income, computed 
as provided in subparagraph (2) of this paragraph, from such trade 
or business is $1,800 or less, the taxpayer may, at his option, treat as 
net earnings from self-employment from such trade or business an 
amount equal to 50 percent of such gross income. If the taxpayer so 
elects, the amount equal to 50 percent of such gross income shall be 
used m computing his self-employment income in lieu of his actual 
net earnings from such trade or business, if any. 

(ii) Gross income in excess of $ 1,800 . — If the gross income, com- 
puted as provided in subparagraph (2) of this paragraph, from such 
trade or business is more than $1,800, and the actual net earnings from 
self-employment from such trade or business are less than $900, the 
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taxpayer may, at his option, treat $900 as net earnings from self- 
employment. If the taxpayer so elects, $900 shall be used in computing 
Ins selr- employment income in lieu of his actual net earnings from such 
trade or business, if any. However, if the taxpayer’s actual net earn- 
ings from such trade or business, as computed in accordance with para- 
graphs (a), (b), and (c) of this section, are $900 or more, such actual 
net earnings shall be used in computing his self-employment income. 

/i ^°P l P u ^ a ^ on of gross income . — For purposes of subparagraph 
( 1 ) of tins paragraph, gross income shall consist of the gross receipts 
from such trade or business reduced by the cost or other basis of 
property which was purchased and sold in carrying on such trade 
or business, adjusted (after such reduction) in accordance with the 
provisions of paragraph (c) of this section, relating to income and 
deductions not included in computing net earnings from self- 
employment. 

(3) Examples . — Application of the rules prescribed in subpara- 
graphs (1) and (2) of this paragraph may be illustrated by the fol- 
lowing examples : 

Example (1). — F, a farmer, uses the cash receipts and disburse- 
ments method of accounting in making his income tax returns. F's 
books and records show that during the calendar year 1955 he received 
$1,200 from the sale of produce raised on the farm, $200 from the 
sale of livestock raised on the farm and not held for breeding or 
dairy purposes, and $600 from the sale of a tractor. The income 
from the sale of the tractor is of a type which is excluded from net 
earnings from self-employment by section 1402(a). F ? s actual net 
earnings from self-employment, computed in accordance with the 
provisions of paragraphs (a), (b), and (c) of this section, are $450. 
F may report $450 as his net earnings from self-employment or he 
may elect to report $7 00 ( one-half of $1,400 ) . 

Example (#). — C, a cattleman, uses the cash receipts and dis- 
bursements method of accounting in making his income tax returns. 
C had actual net earnings from self-employment, computed in ac- 
cordance with the provisions of paragraphs (a), (b), and (c) of 
this section, of $725. His gross receipts were $1,000 from the sale 
of produce raised on the farm and $1,200 from the sale of feeder 
cattle, which C bought for $500. The income from the sale of the 
feeder cattle is of a type which is included in computing net earnings 
from self-employment. Therefore, C may report $725 as his net earn- 
ings from self-employment or he may elect to report $850, one- 
half of $1,700 ($2,200 minus $500) . 

Example (3) . — It, a rancher, has gross income of $3,000 from the 
operation of his ranch, computed as provided in subparagraph (2) 
of this paragraph. His actual net earnings from self-employment 
from farming activities are less than $900. E, nevertheless, may 
elect to report $900 as net earnings from self-employment from such 
trade or business. If E had actual net earnings from self-employ- 
ment from his farming activities in the amount of $900 or more, 
he would be required to report such amount in computing Ms self- 
employment income. 

416926°— 57 33 
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(4) Two ot more agricultural activities . — If ail individual is en 
gaged in more than one agricultural trade or business within the mean 
ing of paragraph (c) (9) (i) of this section (for example, the busines 
of ordinary farming and the business of cotton ginning) , the gross in 
come derived from each agricultural trade or business shall be aggre 
gated for purposes of the optional method provided in subparagrap] 
(1) of this paragraph for computing net earnings from self -employ 
ment. 

(5) Exercise of option . — A taxpayer shall, for each taxable yea] 
with respect to which he is eligible to use the optional method pro 
vided by subparagraph (1) of this paragraph, make a determinatioi 
as to whether his net earnings from self-employment are to be com 
puted in accordance with the optional method. If the taxpayer elects 
the optional method for a taxable year, he shall signify such electior 
by computing net earnings from self-employment under the optional 
method as set forth in Schedule F (Form 1040) of the income tax returr. 
filed by the taxpayer for such taxable year. If the optional method is 
not elected at the time of the filing of the return for a taxable yeai 
with respect to which the taxpayer is eligible to elect such optional 
method, such method may be elected on an amended return (or on 
such other form as may be prescribed for such use) filed within the 
period prescribed by section 6501 and the regulations thereunder foi 
the assessment of the tax for such taxable year. If the optional method 
is elected on a return for a taxable year, the taxpayer may revoke 
such election by filing an amended return (or such other form as may 
be prescribed for such use) for the taxable year within the period pre- 
scribed by section 6501 and the regulations thereunder for the assess- 
ment of the tax for such taxable year. If the taxpayer is deceased or 
unable to make a return, the person designated in section 6012(b) and 
the regulations thereunder may, within the period prescribed in this 
subparagraph, elect the optional method for any taxable year with 
respect to which the taxpayer is eligible to use the optional method 
and revoke an election previously made by or for the taxpayer. 

(6) Members of farm partnerships . — -The optional method provided 
by subparagraph (1) of this paragraph for computing net earnings 
from self-employment is not available to a member of a partnership 
with respect to his distributive share of the income or loss from any 
trade or business carried on by any partnership of which he is a 
member. 

§ 1.1402(b) Statutory Provisions; Definitions; Self-Employ- 
ment Income. 

SEC. 1402. DEFINITIONS. * * * 

(b) Self-Employment Income. — The term “self-employment income” 
means the net earnings from self-employment derived by an individual (other 
than a nonresident alien individual) during any taxable year; except that 
such term shall not include — 

(1) that part of the net earnings from self-employment which is in 
excess of— 

(A) for any taxable year ending prior to 1955, (i) $3,600, minus 
(ii) the amount of the wages paid to such individual during the tax- 
able year ; and 
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(B) for any taxable year ending after 1954, (i) $4,200, mines ( li) 
the amount of the wages paid to such individual during the taxable 
year ; or 

(2) the net earnings from self-employment, if such net earnings for 
the taxable year are less than $400. 

For purposes of clause (1), the term “wages” includes such remuneration 
paid to an employee for services included under an agreement entered into 
pursuant to the provisions of section 21S of the Social Security Act (relating 
to coverage of State employees), or under an agreement entered into pursu- 
ant to the provisions of section 3121 (1) (relating to coverage of citizens of 
the United States who are employees of foreign uf domestic cor- 

porations), as would be wages under section 3121(a) if such services consti- 
tuted employment under section 3121(b). An individual who is not a citizen 
of the United States but who is a resident of the Virgin Islands or a resident 
of Puerto Rico shall not, for purposes of this chapter be considered to be a 
nonresident alien individual. 

[Sec. 1402(b) as amended by see. 201(b), Social Security Amendments of 

1954, for taxable years ending after 1954 . For taxable years ending before 

1955, sec. 1402(b), as set forth below, is applicable. 

SEC. 1402. DEFINITIONS. * * * 

(b) Self-Employment Income. — The term “seif -employment income” 
means the net earnings from self-employment derived by an individual 
(other than a nonresident alien Iiif.ivi-.IuiiI. daiix-: any taxable year; except 
that such term shall not include — 

(1) that part of the net earnings from self-employment which is in 
excess of — 

(A) $3,600, minus 

(B) the amount of the wages paid to such individual during the 
taxable year; or 

(2) the net earnings from self-employment, if such net earnings for 
the taxable year are less than $400. 

For purposes of clause (1) , the term “wages” includes such remuneration paid 
to an employee for services included under an agreement entered into pursu- 
ant to the provisions of section 218 of the Social Security Act (relating to 
coverage of State employees) as would be wages under section 3121(a) if 
sucb services constituted employment under section 3121(b). An individual 
who is not a citizen of the United States but who is a resident of the Virgin 
Islands or a resident of Puerto Rico shall not, for purposes of this chapter be 
considered to be a nonresident alien individual.] 


§ 1.1402(b)-! Self-Employment Income — (a) In general . — 
Except for tke exclusions in paragraphs (b) and (c) of this section 
and the exception in paragraph (d) of this section, the term “self- 
employment income” means the net earnings from self-employment 
derived by an individual during a taxable year. 

(b) Maximum self -employment income . — (1) The maximum self- 
employment income of an individual for any taxable year (whether a 
period of 12 months or less) is $4,200, except that the maximum self- 
employment income for any taxable year ending before 1955 is $3,600. 
If an individual is paid wages as defined in section 3121(a), the maxi- 
mum self-employment income is the excess of $4,200 ($3,600 for a tax- 
able year ending before 1955) over the amount of such wages.. I or 
example, if during the taxable year 1955 no such wages are paid and 
the individual has $5,000 of net earnings from self-employment, he has 
$4,200 of self-employment income for such taxable year. If, m addi- 
tion to having $5,000 of net earnings from self-employment, such indi- 
vidual is paid $1,000 of such wages, he has only $3,200 of self-employ- 
ment income for the taxable year. 
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(2) For the purpose of the limitation prescribed in subparagra; 
(1) of this paragraph, the term “wages” includes such remunerati 
paid to an employee for services covered by — 

(i) An agreement entered into pursuant to section 218 of t 
Social Security Act (42 U. S. C. 418), which section provides f 
extension of the Federal old-age and survivors insurance system 
State and local government employees under voluntary agreemer 
between the States and the Secretary of Health, Education, ai 
Welfare (Federal Security Administrator before April 11, 1953 
or 

(ii) An agreement entered into pursuant to the provisions < 
section 3121(1), relating to coverage of citizens of the Unite 
States who are employees of foreign subsidiaries of domest 
corporations, 

as would be wages under section 3121(a) if such services constitute 
employment under section 3121(b). For an explanation of the ter: 
“wages,” see Subpart B of the Employment Tax Regulations (Pa: 
31 of this Chapter) . 

(c) Minimum net earnings from self -employment. — Self-employ 
ment income does not include the net earnings from self-employment c 
an individual when the amount of such earnings for the taxable year 
less than $400. Thus, an individual having only $300 of net earning 
from self-employment for the taxable year would not have any sel: 
employment income. However, an individual having net earning 
from self-employment of $400 or more for the taxable year may hap- 
less than $400 of self-employment income. This would occur in a cas 
in which the amount of the individual’s net earnings from self-employ 
ment is $400 or more for a taxable year and the amount of such ne 
earnings from self-employment plus the amount of the wages receive 
by the individual during that taxable year exceed $4,200 ($3,600 fo 
taxable years ending before 1955) . For example, if an individual ha 
net earnings from self-employment of $1,000 for 1955 and also receive 
wages of $4,000 during that taxable year, his self-employment incom 
for that taxable year is $200. 

(d) Nonresident aliens . — A nonresident alien individual never ha 
self-employment income. For the purpose of the tax on self-employ 
ment income, an individual who is not a citizen of the United State 
but who is a resident of the Virgin Islands or of Puerto Rico is not con 
sidered to be a nonresident alien individual. While a nonresiden 
alien individual who derives income from a trade or business carrie< 
on within the United States, Puerto Rico, or the Virgin Island 
(whether by agents or employees, or by a partnership of which he i 
a member) may be subject to the applicable income tax provisions oi 
such income, such nonresident alien individual will not be subject t< 
the tax on self-employment income, since any net earnings which hi 
may have from self-employment do not constitute self-employmen 
income. 
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§ 1.1402(c) Statutory Provisions; Beeenitions; Trade or 
Business. 


SEC. 1402. DEFINITIONS. * * * 


(c) Tbade os Business. — The term “trade or business”, when used with 
reference to self -employment income or net earnings from self-employment, 
shall have the same meaning as when used in section 162 i relating to trade 
or business expenses), except that such term shall not include — 

(1) the performance of the functions of a public office : 

(2) the performance of service by an individual as an employee (other 

than service described in section 3121 1' b) (14) (B) ; e.: by an 

individual who has attained the age of 18 and other than service de- 
scribed in paragraph (4) of this subsection) ; 

(3) the performance of service by an individual as an employee or 
employee representative as defined in section 3231 ; 

(4) the performance of service by a duly ordained, commissioned, or 
licensed minister of a church in the exercise of his ministry or by a 
member of a religious order in the exercise of duties required by such 
order; or 

(5) the performance of service by an individual in the exercise of 
his profession as a physician, lawyer, dentist, osteopath, veterinarian, 
chiropractor, naturopath, optometrist, or Christian Science practitioner ; 
or the performance of such service by a partnership. 

The provisions of paragraph (4) shall not apply to service (other than serv- 
ice performed by a member of a religious order who has taken a vow of 
poverty as a member of such order) performed by an individual during the 
period for which a certificate filed by such individual under subsection <e) 
is in effect. The provisions of paragraph (5) shall not apply to service per- 
formed by an individual in the exercise of bis profession as a Christian 
Science practitioner during the period for which a certificate filed by him 
under subsection (e) is in effect. M 

[SEC. 1402(c) as amended by secs. 201(c) and 20o(e), Social Security 
Amendments of 1954, for taxable years ending after 1954. For taxable years 
ending before 1955, sec. 1402(c), as set forth below, is applicable. 


SEC. 1402. DEFINITIONS. * * ♦ 

(c) Tbade or Business.— The term “trade or business”, when used with 
reference to self-employment income or net earnings from self-employment, 
shall have the same meaning as when used in section 162 t relating to trade 
or business expenses), except that such term shall not include 

(1) the performance of the functions of a public office ; 

(2) the performance of service by an individual as an employee 
(other than service described in section 3121(b) (16) (B) performed by 
an individual who has attained the age of 18) ; 

(3) the performance of service by an individual as an employee or 

employee representative as defined in section 3231 ; . 

(4) the performance of service by a duly ordained, commissioned, or 
licensed minister of a church in the exercise of his ministry or by a 
member of a religious order in the exercise of duties required by such 

° to/ the performance of service by an individual in the exercise of his 
profession as a physician, lawyer, dentist, osteopath, veterinarian, 
chiropractor, naturopath, optometrist, Christian Saenc^pra^tit^ 
architect certified public accountant, accountant regime. eo o* 
as an accountant under State or municipal law, full-time practicing 
public accountant, funeral director, or professional engineer; or the 
performance of such service by a partnership.] 

2 1 1402 (c)-l Trade or Business— (a) In general. — In order for 
an individual to have net earnings from self-employment, he must 
carry on a trade or business, either as an individual or as a member of 
a partnership. Except for the exclusions discussed m paragraphs 
(b? (cT, (d), (e), and (f) of this section, the term “trade or busi- 
ness”, for the purpose of the tax on self-employment income, shall 
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have the same meaning as when used . in section 162. An individua 
engaged in one of the excluded activities specified in this section mai 
also be engaged in carrying on an included trade or business 
Whether or not he is also engaged in an included trade or busines: 
will be dependent upon all of the facts and circumstances in the par- 
ticular case. 

(b) Public office. — The performance of the functions of a publh 
office does not constitute a trade or business. The term “public office 5 
includes any elective or appointive office of the United States or anj 
possession thereof, or of a State or its political subdivisions, or of a 
wholly owned instrumentality of any one or more of the foregoing 
For example, the President, the Vice President, a governor, a mayor 
the Secretary of State, a member of Congress, a State representative, 
a county commissioner, a judge, a county or city attorney, a marshal, 
a sheriff, a register of deeds, or a notary public performs the functions 
of a public office. 

(c) Employees. — The performance of service by an individual as au 
employee, as defined in the Federal Insurance Contributions Act 
(chapter 21 of the Internal Eevenue Code), with two exceptions, does 
not constitute a trade or business. The exceptions are as follows : 

(1) Service performed hy an individual, who has attained the 
age of 18, in, and at the time of, the sale of newspapers or maga- 
zines to ultimate consumers, under an arrangement under which 
the newspapers or magazines are to be sold by him at a fixed price, 
his compensation being based on the retention of the excess of 
such price over the amount at which the newspapers or magazines 
are charged to him, whether or not he is guaranteed a minimum 
amount of compensation for such service, or is entitled to be cred- 
ited with the unsold newspapers or magazines turned back, and 

(2) ^ Service described in section 1402(c) (4) performed by an 
individual during taxable years for which a certificate filed in 
accordance with the provisions of § 1.1402 (e)-l is in effect. See 
also paragraph (e) of this section. 

As to when an individual is an employee, see Eegulations 128 (26 
CFE, 1939, Part 408) and Subpart B of the Employment Tax Regu- 
lations (Part 31 of this Chapter) , both of which relate to the Federal 
Insurance Contributions Act. 

(d) / ndividuals under Railroad Retirement System . — The perform- 
ance of service by an individual as an employee or employee rep- 
resentative as defined in section 3231(b) and (c), respectively (see 
§§ 31.3231 (b)-l and 31.3231 (c)-l of the Employment Tax Eegula- 
tions (Part 31 of this Chapter) ), that is, an individual covered under 
the railroad retirement system, does not constitute a trade or business. 

(e) Ministers and members of religious orders — (1) In general . — 
For taxable years ending before 1955, a duly ordained, commissioned, 
or licensed minister of a church or a member of a religious order is 
not engaged in carrying on a trade or business with respect to service 
performed by him in the exercise of his ministry or in the exercise of 
duties required by such order. However, for taxable years ending 
after 1954, aiiy individual who is a duly ordained, commissioned, or 
licensed minister of a church or a member of a religious order (other 
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than a member of a religious order who has taken a tow of poverty 
as a member of such order) may elect, as provided in § 1.1402(e)-!, to 
have the Federal old-age and survivors insurance system established 
by title II of the Social Security Act extended to service rerf:r:r.e:I by 
him in his capacity as such a minister or member. If si A An : 
or a member of a religious order makes an election pursuant to 
§ 1.1402(e)-!, he is, with respect to service performed by i:::n ::: such 
capacity, engaged in carrying on a trade or business for each taxable 
year to which the election is effective. An election by a minister or 
member of a religious order has no application to service performed 
by such minister or member which is not in the exercise of his ministry 
or in the exercise of duties required by such order. 

(2) Service by a minister in the exercise of his ministry . — (i) A 
certificate of election filed by a duly ordained, commissioned, or li- 
censed minister of a church under the provisions of § 1.1402(e)-! lias 
application only to service performed by him in the exercise of his 
ministry. 

(ii) Except as provided in subparagraph (3) (iii) of this para- 
graph, service performed by a minister in the exercise of his ministry 
includes the ministration of sacerdotal functions and the conduct of 
religious worship, and the control, conduct, and maintenance of re- 
ligious organizations (including the religious boards, societies, and 
other integral agencies of such organizations), under the authority 
of a religious body constituting a church or church denomination. 
The following rules are applicable in determining whether services 
performed by a minister are performed in the exercise of Ins 
ministry : 


(a) Whether service performed by a minister constitutes the 
conduct of religious worship or the ministration of sacerdotal func- 
tions depends on the tenets and practices of the particular religious 
body constituting his church or church denomination. 

(5) Service performed by a minister in the control, conduct, 
and maintenance of a religious organization, relates to directing, 
managing, or promoting the activities of such organization. Any 
religious organization is deemed to be under the authority of a 
religious body constituting a church or church denomination if it 
is organized and dedicated to carrying out the tenets and principles 
of a faith in accordance with either the requirements or sanctions 
governing the creation of institutions of the faith. The term reli- 
gious organization” has the same meaning and application as is 

given to the term for income tax purposes. i , r 

(c) (1) If a min ister is performing service m the conduct of reli- 
gious worship or the ministration of sacerdotal functions, such serv- 
ice is in the exercise of his ministry whether or not it is performed 


for a religious organization. . . . . , * 

{2) The rule in (c) (1) of this subdivision may be illustrated by 

the following example: . . . , , _ . _ 

Example . — M, a duly ordained minister, is engaged to perform 
service as chaplain at 1ST University. M devotes his entire tune to 
performing his duties as chaplain which include the conduct 
r elig ious worship, offering spiritual counsel to the university stu- 
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dents, and teaching a class in religion. M is performing servia 
in the exercise of his ministry. 

(d) (1) If a minister is performing service for an organizatioi 
which is operated as an integral agency of a religious organizatioi 
under the authority of a religious body constituting. a church oi 
church denomination, all service performed by the minister in tin 
conduct of religious worship, in the ministration of sacerdotal 
functions, or in the control, conduct, and maintenance of suet 
organization (see subdivision (ii) (b) of this subparagraph) is ir 
the exercise of his ministry. 

(£) The rule in ( d ) ( 1 ) of this subdivision may be illustrated 
by the following example : 

Example . — M, a duly ordained minister, is engaged by the N 
Eeligious Board to serve as director of one of its departments. He 
performs no other service. The N Eeligious Board is an integral 
agency of O, a religious organization operating under the authority 
of a religious body constituting a church denomination. M is per- 
forming service in the exercise of his ministry. 

(e) (1) If a minister, pursuant to an assignment or designation 
by a religious body constituting his church, performs service for 
an organization which is neither a religious organization nor oper- 
ated as an integral agency of a religious organization, all service 
performed by him, even though such service may not involve the 
conduct of religious worship or the ministration of sacerdotal func- 
tions, is in the exercise of his ministry. 

(2) The rule in ( e ) ( 1 ) of this subdivision may be illustrated by 
the following example : 

Example. — M, a duly ordained minister, is assigned by X, the 
religious body constituting his church, to perform advisory service 
to Y Company in connection with the publication of a book dealing 
with the history of M’s church denomination. Y is neither a reli- 
gious organization nor operated as an integral agency of a religious 
organization. M performs no. other service for X or Y. M is 
performing service in the exercise of his ministry. 

(3) Service by a minister not in the exercise of his ministry. — (i) A 
certificate filed by a duly ordained, commissioned, or licensed minister 
of a church under the provisions of § 1.1402 (e)-l has no application 
to service performed by him which is not in the exercise of his 
ministry. 

(ii) (a) If a minister is performing service for an organization 
which is neither a religious organization nor operated as an integral 
agency of a religious organization and the service is not performed 
pursuant to an assignment or designation by his ecclesiastical supe- 
riors, then only the service performed by him in the conduct of reli- 
gious worship or the ministration of sacerdotal functions is in the 
exercise of his ministry. See, however, subdivision (iii) of this sub- 
paragraph. 

( b ) The rule in {a) of this subdivision may be illustrated by the 
following example: 

. Example. — M, a duly ordained minister, is engaged by X Univer- 
sity to teach history and mathematics. He performs no other service 
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for is although from time to time he performs marriages and con- 
ducts funerals for relatives and friends. X University is neither 
a religious organization nor operated as an integral agency of a 
religious organization. M is not performing the service for X 
pursuant to an assignment or designation b5 7 his ecclesiastical su- 
periors. The service performed by M for X University is not in 
the exercise of his ministry. However, service performed by M 
in performing marriages and conducting funerals is in the exercise 
of his ministry. 

(iii) Service performed by a duly ordained, commissioned, or li- 
censed minister of a church as an employee of the United States, or 
a State, Territory, or possession of the United States, or the District 
of Columbia, or a foreign government, or a political subdivision of 
any of the foregoing, is not considered to be in the exercise of his min- 
istry for purposes of the tax on self-employment income, even though 
such service may involve the ministration of sacerdotal functions or 
the conduct of religious worship. Thus, for example, service per- 
formed by an individual as a chaplain in the Armed Forces of the 
United States is considered to be performed by a commissioned officer 
in his capacity as such, and not by a minister in the exercise of his 
ministry. Similarly, service performed by an employee of a State as 
a chaplain in a State prison is considered to be performed by a civil 
servant of the State and not by a minister in the exercise of his 
ministry. 

(4) Service in the exercise of duties required by a religious order . — 
A certificate of election filed by a member of a religious order (other 
than a member of a religious order who has taken a vow of poverty as 
a member of such order) under the provisions of § 1.1402(e)-! has 
application to all duties required of him by such order. The nature 
or extent of such service is immaterial so long as it is a service which 
he is directed or required to perform by his ecclesiastical superiors. 

(f) Members of certain professions — (1) Taxable years ending 
before 1955. — For taxable years ending before 1955, an individual is 
not engaged in carrying on a trade or business with respect to the per- 
formance of service in the exercise of his profession as a physician, 
Jawyer, dentist, osteopath, veterinarian, chiropractor, naturopath, 
optometrist, Christian Science practitioner, architect, certified public 
accountant, accountant registered or licensed as an accountant under 
State or municipal law, foil-time practicing public accountant, fu- 
neral director, or professional engineer. 

(2) Taxable years ending after 195 If . — (i) Except as provided in 
subdivision (ii) of this subparagraph, for taxable years ending after 
1954 an individual is not engaged in carrying on a trade or business 
with respect to the performance of service in the exercise of his pro- 
fession as a physician, lawyer, dentist, osteopath, veterinarian, chiro- 
practor, naturopath, optometrist, or Christian Science practitioner. 

(ii) For taxable years ending after 1954, a Christian Science prac- 
titioner may elect, as provided in § 1.1402(e)—!, to have the Federal 
old-age and survivors insurance system established by title II of the 
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Social Security Act extended to service performed by him in the 
exercise of his profession as a Christian Science practitioner. If an 
election is made pursuant to § 1.1402 (e)-l, the Christian Science prac- 
titioner is, 'with respect to the performance of service in the exercise 
of such profession, engaged in carrying on a trade or business for each 
taxable year to which the election is effective. An election by a Chris- 
tian Science practitioner has no application to service performed by 
him which is not in the exercise of his profession as a Christian Science 
practitioner. 

(3) Legal requirements .— The exclusions specified in subpara- 
graphs (1) and (2) of this paragraph apply only if the individuals 
meet the legal requirements, if any, for practicing their professions in 
the place where they perform the service. Thus, an individual who is 
not licensed as a veterinarian but who is publicly engaged in the prac- 
tice of veterinary medicine in a jurisdiction which requires that an 
individual engaged in such practice be licensed is not within the 
exclusion. 

(4) Meaning of terms— The designations in subparagraphs (1) 
and (2) of this paragraph are to be given their commonly accepted 
meaning. Thus, the term “physician” means an individual who is 
legally qualified to practice medicine, and the term “lawyer” means 
an individual who is legally qualified to practice law. 

(5) Partnerships — In the case of a partnership engaged in the 
practice of any of the designated excluded professions, the partner- 
ship shall not be considered as carrying on a trade or business for the 
purpose of the tax on self-employment income, and none of the dis- 
tributive shares of the income or loss, described in section 702(a) (9), 
of such partnership shall be included in computing net earnings from 
self-employment of any member of the partnership. On the other 
hand, where a partnership is engaged in a trade or business not within 
any of the designated excluded professions, each partner must include 
his distributive share of the income or loss, described in section 702(a) 
(9), of such partnership in computing his net earnings from self- 
employment, irrespective of whether such partner is engaged in the 
practice of one or more of such professions and contributes his pro- 
fessional services to the partnership. 

§ 1.1402(d) Statutory Provisions; Definitions; Employee 
and Wages. 

SEC. 1402. DEFINITIONS. * * * 

(d) Employee and W 7 ages. — The term “employee” and the term “wages” 

shaU have the same meaning as when used in chapter 21 (sec. 3101 and 

following, relating to Federal Insurance Contributions Act). 

§ 1.1402 (d)-l Employee and Wages. — For the purpose of the 
tax on self-employment income, the term “employee” and the term 
“wages” shall have the same meaning as when used in the Federal 
Insurance Contributions Act. For an explanation of these terms, 
see Eegulations 128 (26 CFE (1939) Part 408) and Subpart B of the 
Employment Tax Eegulations (Part 31 of this chapter). 
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§ 1.1402(e) Statutory Provisions; Definitions; Ministers, 
Members of Religious Orders, and Christian Science Prac- 
titioners. 

SEC. 1402. DEFINITIONS. * * * 

- (e) Ministers, Members of Religious Orders, and Christian Science 

Practitioners. — 

(1) Waiver certificate. — Any individual who is (A) a duly ordained, 
commissioned, or licensed minister of a church or a member of a religious 
order (other than a member of a religious order who has taken a vow of 
poverty as a member of such order) or (B) a Christian Science* pr: 2- 
tioner may file a certificate (in such form and manner, and with 
official,. as may be prescribed by regulations made under this chapter) 
certifying that he elects to have the insurance system established by 
title. II of the Social Security Act extended to service described in sub- 
section (e) (4), or service described in subsection (e)(5) insofar as it 
relates to the performance of service by an individual in the exercise 
of his profession as a Christian Science practitioner, as the case may 
be, performed by Mm. 

(2) Time foe filing certificate. — Any individual who desires to file a 
certificate pursuant to paragraph (1) must file such certificate on or 
before the due date of the return (including any extension thereof ) for 
his second taxable year ending after 1954 for which he has net earnings 
from self-employment (computed, in the case of an individual referred 
to in paragraph (1) (A), without regard to subsection (c)(4), and, in 
the case of an individual referred to in paragraph (i)(B), without 
regard to subsection (e)(5) insofar as it relates to the performance of 
service by an individual in the exercise of his profession as a Christian 
Science practitioner) of §400 or more, any part of which was derived 
from the performance of service described in subsection (c) (4), or from 
the performance of service described in subsection (c)(5) insofar as 
it relates to the performance of service by an individual in the exercise 
of his profession as a Christian Science practitioner, as the case may be. 

(3) Effective date of certificate. — A certificate filed pursuant to 
this subsection shall be effective for the first taxable year with resi>ect 
to which it is filed (but in no case shall the certificate be effective for a 
taxable year with respect to which the period for filing a return has 
expired, or for a taxable year ending prior to 1955) and all succeeding 
taxable years. An election made pursuant to this subsection shall be 
irrevocable. 

[Sec. 1402(e) as added by sec. 201(c) (3), Social Security Amendments of 

1954.] 

§ 1.1402(e)-l Election by Ministers, Members of Religious Or- 
ders, and Christian Science Practitioners for Self-Employment 
Coverage — (a) In general. — Any individual who is (1) a duly or- 
dained, co mmi ssioned, or licensed minister of a church or a member of 
a religious order (other than a member of a religious order who has 
taken a vow of poverty as a member of such order) or (2) a Christian 
Science practitioner may elect to have the Federal old-age and sur- 
vivors insurance system established by title II of the Social Security 
Act extended to service performed by him in the exercise of his min- 
istry or in the exercise of duties required by such order, or in the 
exercise of his profession as a Christian Science practitioner, as the 
case may be. Such an election shall be made by filing a certificate on 
Form 2031 in the manner provided in paragraph (b) of this section 
and within the time specified in paragraph (c) of this section. If a 
minister or member to whom this paragraph has application, or a 
Christian Science practitioner, makes an election by filing Fomi 2031 
such individual shall, for each taxable year to which the election is 
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effective (see paragraph (d) of this section) , be considered as carrying 
on a trade or business with respect to the performance of service in 
his capacity as such a minister or member, or as a Christian Science 
practitioner, as the case may be. 

(b) Waiver certificate . — (1) The certificate on Form 2031 shall be 
filed in triplicate with the district director of internal revenue for the 
internal revenue district in which is located the legal residence or prin- 
cipal place of business of the individual who executed the certificate. 
If such individual has no legal residence or principal place of business 
in the United States, Puerto Rico, or the Virgin Islands, such certificate 
shall be filed with the District Director of Internal Revenue, Baltimore 
2, Maryland. The certificate must be filed within the time prescribed 
in paragraph (c) of this section. If an individual to whom this section 
has application submits to a district director of internal revenue a 
dated and signed statement indicating that he desires to have the 
Federal old-age and survivors insurance system established by title II 
of the Social Security Act extended to his services, such statement will 
be treated as a waiver certificate, if filed within the time specified in 
paragraph (c) of this section, provided that without unnecessary delay 
such statement is supplemented by a properly executed Form 2031. 

(2) An application for a social security account number filed on 
Form S3-5 or the filing of an income tax return showing an amount 
representing self-employment income or self-employment tax shall not 
be construed to constitute an election referred to in paragraph (a) 
of this section. 

(c) Time limitation for filing waiver certificate . — (1) (i) Any in- 
dividual referred to in paragraph (a) of this section who desires to 
have the Federal old-age and survivors insurance system established by 
title II of the Social Security Act extended to his services must file the 
waiver certificate (Form 2031) prescribed by paragraph (a) of this 
section on or before the due date of the income tax return (see section 
6072) , including any extension thereof ( see section 6081 ) , for his second 
taxable year ending after 1954 for which he has net earnings from self- 
employment (computed as prescribed in subparagraph (3) of this 
paragraph) of $400 or more, any part of which — 

(a) In the case of a duly ordained, commissioned, or licensed 
minister of a church, consists of remuneration for service performed 
in the exercise of his ministry, 

(b) In the case of a member of a religious order who has not taken 
a vow of poverty as a member of such order, consists of remunera- 
tion for services performed in the exercise of duties required by 
such order. 

(c) In the case of a Christian Science practitioner, consists of re- 
muneration for service performed in the exercise of his profession as 
a Christian Science practitioner. 

Thus, a minister who performs service in the exercise of his ministry 
and who makes his income tax returns on the basis of a calendar year 
and has, for each of the calendar years 1955 and 1956, net earnings 
from self-employment of $400 or more (computed as prescribed in 
subparagraph (3) of this paragraph) , a portion of which was derived 
from such service, may not make an election with respect to his service 
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as a minister after the due date (April 15, 1957) prescribed for filing 
his income tax return for 1956, or any extension thereof. If a min- 
ister, a member of a religious order, or a Christian Science practi- 
tioner receives remuneration in a taxable year for service performed 
in such capacity and the deductions allowed by chapter 1 of the Inter- 
nal Revenue Code, which are attributable to the portion of such 
remuneration which constitutes gross income, equal or exceed the 
amount of such gross income, no part of the net earnings from self- 
employment (computed as prescribed in subparagraph (3) of this 
paragraph) for such taxable year shall be considered to consist of 
remuneration for such service. See, however, paragraph (d) of this 
section for provisions relating to the effective period of the waiver 
certificate. 

(ii) The application of the rule set forth in subdivision (i) of this 
subparagraph may be illustrated by the following examples : 

Example (7). — M, a licensed minister, has been employed as a 
toolmaker by the XYZ Corporation for the taxable years 1955 
and 1956 and also engages in activities as a minister on week-ends. 
M makes his income tax returns on the basis of a calendar year. 
During each of the taxable years 1955 and 1956, M received wages 
of $4,200 from the XYZ Corporation and derived $400 (all of 
which constituted net earnings from self-employment computed 
as prescribed in subparagraph (3) of this paragraph) from his 
activities as a minister. In such case if M wishes to have the Fed- 
eral old-age and survivors insurance system established by title II 
of the Social Security Act extended to his services as a minister, he 
must file the waiver certificate on or before the due date (April 15, 
1957), prescribed for filing bis income tax return for 1956, or any 
extension thereof. A waiver certificate filed after such date will 


be invalid. 

Example (£) M was ordained as a minister in May 1956. Dur- 
ing each of the taxable years 1956 and 1958, M, who makes^ his 
income tax returns on a calendar year basis, derived net earnings 
in excess of $400 from Ms activities as a minister. M had net earn- 
ings of $850 for the taxable year 1957, $200 of which was derived 
from service performed by him as a minister. If M wishes to have 
the Federal old-age and survivors insurance system established by 
title II of the Social Security Act extended to his service as a 
minister, he must file the waiver certificate on or before the due 
date (April 15, 1959) prescribed for filing his income tax return 
for 1958, or any extension thereof. 

(2) The right of an individual to file a waiver certificate shall cease 
from his death. Thus, the surviving spouse, administrator, or 
executor of a decedent shall not be permitted to file a waiver certificate 


for such decedent. . . 

(3) For the purpose of this paragraph, net earnings from self- 
employment shall be determined without regard to the fact that, 
withonTan election, the performance of services by a duly orfamed, 
commissioned, or licensed minister of a church m the exercise of his 
ministry, or by a member of a. religions order in the exercise of duties 
required by such order, or the performance of service by an individual 
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in the exercise of his profession as a Christian Science practitioner, 
does not constitute a trade or business for purposes of the tax on self- 
employment income. 

(d) Effective date of waiver certificate. — (1) A certificate on Form 
2031 filed in accordance with the provisions of this section shall be 
effective for the first taxable year with respect to which it is filed 
and all subsequent taxable years. A certificate must be made effective 
for either the first or second taxable year ending after 1954 in which 
the individual has net earnings from self-employment of $400 (deter- 
mined as provided in paragraph (c) (3) of this section) from service 
of the character with respect to which an election may be made. 
However, a certificate on Form 2031 may not be effective, even though 
filed within the time specified in paragraph (c) (1) of this section, for 
any taxable year with respect to which the due date for filing the indi- 
vidual^ income tax return (including any extension thereof) has 
expired at the time such certifiate is filed. Further, a certificate on 
Form 2031 may not be effective for any taxable year ending before 
1955. In order for an election to be effective for the first or second 
taxable year ending after 1954 in which the individual has net earn- 
ings from self-employment (determined as provided in paragraph 
(c) (3) of this section) from service of the character with respect to 
which an election may be made, the certificate on Form 2031 must be 
filed on or before the due date for filing the income tax return of the 
individual for such first or second taxable year, or of any extension 
thereof. Thus, if an individual makes his income tax returns on a 
calendar year basis and the due date of his return for the calendar 
year 1955 is April 15, 1956, a waiver certificate, to be effective for the 
calendar year 1955, must be filed on or before April 15, 1956. If such 
individual files a certificate after April 15, 1956, and before the due 
date of his income tax return for 1956, the first taxable year for 
which the certificate may be effective is the calendar year 1956. 

(2) If an individual makes an election to become effective begin- 
ning with respect to any taxable year, such election shall be effective 
with respect to such taxable year unless the individual, on or before 
the due date for filing the income tax return for such taxable year 
(including any extension thereof), files, with the district director of 
internal revenue with whom the certificate on Form 2031 was filed, a 
written notice of his desire to withdraw the certificate. If the indi- 
vidual is deceased or unable to make a return, the written notice of 
withdrawal of the certificate on Form 2031 may be filed for or on 
behalf of the individual by the person designated in section 6012(b) 
and the regulations thereunder. In the absence of a withdrawal of 
a certificate on or before the due date for filing the income tax return 
for the taxable year (including any extension thereof), the election 
shall be effective with respect to such taxable year and all subsequent 
taxable years provided all the provisions of this section are met. 

(3) A certificate filed and intended to be effective for a particular 
taxable year which for any reason is ineffective for such taxable year 
shall become effective with respect to the next succeeding taxable year 
provided the requirements of paragraph (c) of this section are met 
with respect to such taxable year. 
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(4) _An election which has become effective in accordance with the 
provisions of this section is irrevocable. 

§ 1.1403 Statutory Provisions ; Miscellaneous Provisions. 

SEC. 1403. MISCELLANEOUS PROVISIONS. 

(a) Title of Chapter. — This chapter may he cited as the “Self-Employ- 
ment Contributions Act of 1954”. 

(b) Ckoss References. — 

(1) For provisions relating to returns, see section 6017. 

(2) For provisions relating to collection of taxes in Virgin Islands and 
Puerto Rico, see section 7651. 

§ 1.1403-1 Cross References. — For provisions relating to the re- 
quirement for filing returns with respect to net earnings from self- 
employment, see § 1.6017-1. For other administrative provisions 
relating to the tax on self-employment income, see the applicable 
sections of the regulations in this part (§ 1.6001-1 et seq.) and the 
applicable sections of the regulations on procedure and administra- 
tion (Part 301 of this Chapter) . 

WITHHOLDING OF TAX ON NONRESIDENT ALIENS AND FOREIGN 
CORPORATIONS AND TAX-FREE COVENANT BONDS 


Nonresident Aliens and Foreign Corporations 

§ 1.1441 Statutory Provisions; Withholding of Tax on Non- 
resident Aliens. 


SEO. 1441. WITHHOLDING OF TAX ON NONRESIDENT ALIENS. 

(a) General Rule. — Except as otherwise provided in subsection (e), all 
persons, in whatever capacity acting (including lessees or mortgagors of real 
or personal property, fiduciaries, employers, and all officers and employees of 
the United States) having the control, receipt, custody, disposal, or payment 
of any of the items of income specified in subsection (b) (to the extent that 
any of such items constitutes gross income from sources within the United 
States), of any nonresident alien individual, or of any partnership not en- 
gaged in trade or business within the United States and composed in whole or 
in part of nonresident aliens, shall (except in the cases provided for in sec- 
tion 1451 and except as otherwise provided in regulations prescribed by the 
Secretary or his delegate under section 874) deduct and withhold from such 
items a tax equal to 30 percent thereof. 

(b) Income Items. — The items of income referred to in subsection (a) 
are interest (except interest on deposits with persons carrying on the bank- 
ing business paid to persons not engaged in business in the United States), 
dividends, rent, salaries, wages, premiums, annuities, compensations, re- 
munerations, emoluments, or other fixed or determinable annual or periodical 
gains, profits, and income, and amounts described in section 402(a) (A, 
section 631(b) and (c), and section 1235, which are considered to be gains 
from the sale or exchange of capital assets. 


(c) Exceptions — _ _ * . ...... 

(1) Dividends of foreign corporations. — No deduction or withhold- 
ing under subsection (a) shall be required in the case of dividends paid 
bv a foreign corporation unless (A) such corporation is engaged in trade 
or business within the United States, and (B) more than So percent of 
the gross income of such corporation for the 3-year period ending with 
the close of its taxable year preceding the declaration of such dividends 
(or for such part of such period as the corporation has been m existence) 
was derived from sources within the United States as determined under 

part I of subchapter N of chapter 1. . ont . Arl _ 0 

(2) Owner unknown. — The Secretary or his delegate may authorize 
the tax under subsection (a) to be deducted and withhela from the 
interest upon any securities the owners of which are not known to the 
withholding agent. 
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(3) Bonds with extended maturity dates. — The deduction and with- 
holding in the case of interest on bonds, mortgages, or deeds of trust or 
other similar obligations of a corporation, within subsections (a), (b), 
and (c) of section 1451 were it not for the fact that the maturity date 
of such obligations has-been extended on or after January 1, 1934, and 
the liability assumed by the debtor exceeds 27% percent of the interest, 
shall not exceed the rate of 27% percent per annum. 

(4) Compensation of certain aliens. — Under regulations prescribed 
by the Secretary or his delegate, there may be exempted from deduction 
and withholding under subsection (a) the compensation for personal 
services of nonresident alien individuals who enter and leave the United 
States at frequent intervals. 

(5) Special items. — In the case of amounts described in section 
402(a) (2), section 631(b) and (e), and section 1235, which are consid- 
ered to be gains from the sale or exchange of capital assets, the amount 
required to be deducted and withheld shall, if the amount of such gain 
is not known to the withholding agent, be such amount, not exceeding 30 
percent of the proceeds from such sale or exchange, as may be necessary 
to assure that the tax deducted and withheld shall not be less than 30 
percent of such gain. 

(d) Alien Resident of Puerto Rico. — For purposes of this section, the 

term “nonresident alien individual” includes an alien resident of Puerto Rico. 

§ 1.1441-1 Requirement for Withholding of Tax on Nonresi- 
dent Aliens and Foreign Corporations. — Except as otherwise pro- 
vided in §§1.1441-3 and 1.1441-4, withholding of a tax of 30 percent 
is required in the case of the items of income specified in § 1.1441-2 (to 
the extent that such items constitute gross income from sources within 
the United States) paid to a nonresident alien individual, a non- 
resident partnership composed in whole or in part of nonresident alien 
individuals, or a nonresident foreign corporation. The rate of 30 
percent shall be reduced as may be provided by treaty with any 
country. See section 894, relating to income exempt under treaty. 
For purposes of this section, the term “nonresident alien individual” 
includes an alien resident of Puerto Rico. 

§1.1441-2 Income Subject to Withholding. — (a) Fixed or de- 
terminable annual or periodical income . — (1) The gross amount of 
fixed, or determinable annual or periodical income is subject to with- 
holding. ^ Section 1441 specifically includes in such income interest 
(except interest on deposits with persons carrying on the banking 
business paid to persons not engaged in business in the United States) , 
dividends, rent, salaries, wages, premiums, annuities, compensations, 
remunerations, and emoluments; but other kinds of income are in- 
cluded, as, for instance, royalties. The term “fixed or determinable 
annual or periodical” income is merely descriptive of the character 
of a class of income. If an item of income falls within the class of 
income contemplated by the statute, it is immaterial whether payment 
of that item is made in a series of repeated payments or in a single 
lump sum. Thus, $5,000 in royalty income would come within the 
meaning of the term, whether paid in 10 payments of $500 each or in 
one payment of $5,000. 

(2) Income is fixed when it is to be paid in amounts definitely pre- 
determined. Income is determinable whenever there is a basis of 
calculation by which the amount to be paid may be ascertained. The 
income need not be paid annually if it is paid periodically; that is to 
say, from time to time, whether or not at regular intervals. The fact 
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that a payment is not made annually or periodically does not how- 
ever, necessarily prevent its being fixed or determinable annual or 
periodical income. That the length of time during which the pay- 
ments are to be made may be increased or diminished in accordance 
with someone s will or with the happening of an event does not make 
the pay men vS any the less determinable or periodic?.!. A salesman 
working by the month for a commission on sales is paid or 

credited monthly receives . determinable periodical income. The 
share of the fixed or determinable animal or periodical income of an 
estate or trust from sources within the United States which is required 
to be distributed currently, or which has been paid or credited during 
the taxable year, to a nonresident alien beneficiary of such estate or 
trust constitutes fixed or determinable annual or periodical income. 
Such items as taxes, interest on mortgages, or premiums on insurance 
paid to or for the account of a nonresident alien landlord by a tenant, 
pursuant to the terms of the lease, constitute fixed or determinable 
annual or periodical income. 

(3) Income derived from the sale in the United States of property, 
whether real or personal, is not fixed or determinable annual or peri- 
odical income. However, the consideration received from the trans- 
fer of property is fixed or determinable annual or periodical income 
if for purposes of the income tax the consideration is treated as rentals 
or royalties and not as the proceeds of a sale of property. 

(b) Amounts considered to ~be gains from the sale or exchange of 
capital assets. — Withholding is also required on the gross amount of 
the items described in section 402(a) (2) , relating to treatment of total 
distributions from certain employees’ trusts; section 631(b) and (c), 
relating to treatment of gain on disposal of timber or coal with a re- 
tained economic interest; and section 1235, relating to treatment of 
gain on sale or exchange of patents, which are considered to be gains 
from the sale or exchange of capital assets. 


§ 1.1441-3 Exceptions and Rules of Special Application. — (a) 
Income from sources without the United States. — To the extent that 
items of income constitute gross income from sources without the 
United States, they are not subject to withholding under § 1 . 1441 - 1 . 
For rules governing the determination of the sources of income, see 
sections 861 to 864, inclusive, and the regulations thereunder. 

(b) Corporate distributions . — (1) Nontaxahle portion . — The tax 
shall be withheld at the source under § 1.1441-1 on the gross amount of 
any distribution made by a corporation other than — 

(i) A nontaxable distribution payable in stock or stock rights, 
and 

(ii) A distribution which is treated as a distribution m part 
or full payment in exchange for stock. 

This rule shall apply without regard to any claim that all or a portion 
of the distribution is not taxable under section 871 or 881. The tax 
shall be withheld on the gross amount of the distribution even though 
the payee may be entitled to the benefits of section 34, relating to the 
credit for dividends received by individuals, or section 116, relating 
to partial exclusion of dividends received by individuals. Appropri- 
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ate adjustment, if any, will be made upon the payee’s filing of a claim 
for refund, together with appropriate supporting evidence, in accord- 
ance with paragraph (h) of this section. 

(2) Dividends paid by a foreign corporation . — No withholding 
under § 1.1441-1 is required in the case of dividends paid by a foreign 
corporation unless (i) the corporation is engaged in trade or business 
within the United States, and (ii) more than 85 percent of the gross 
income of the corporation for the 3-year period ending.with the close 
of its taxable year preceding the declaration of the dividends (or for 
such part of such period as the corporation has been in existence) was 
derived from sources within the United States as determined under 
the provisions of sections 861-864, inclusive, and the regulations 
thereunder. 

(3) Dividends paid by a China Trade Act corporation. — Withhold- 
ing is required under § 1.1441-1 on dividends paid by a corporation 
organized under the China Trade Act of 1922 (15 U. S. C., c. 4) if the 
dividends are treated as income from sources within the United States 
under sections 861-864, inclusive, and are distributed to — 

(i) A nonresident alien other than a resident of Formosa or 
Hong Kong at the time of the distribution, or 

(ii) A nonresident partnership composed in whole or in part 
of nonresident aliens (other than a partnership resident in For- 
mosa or Hong Kong) , or 

. (iii) A nonresident foreign corporation (other than a corpora- 
tion resident in Formosa or Hong Kong). 

(4) Dividends paid to shareholder whose status is not definite . — 
When a payer corporation or any other person, including a nominee, 
having the control, receipt, custody, disposal, or payment of dividends 
has no definite knowledge of the status of a shareholder, the tax shall 
be withheld under §1.1441-1 if the shareholder’s address is outside 
tiie United States. If the shareholder’s address is within the United 
States, it may be assumed for the purpose of withholding on dividends 
that the shareholder is a citizen or resident of the United States. Un- 
less the name and style of the shareholder are such as to indicate clearly 
that he is a nonresident alien, an address in care of another person 
in the United States does not of itself warrant treating the share- 
holder as a nonresident alien for such purpose. If a shareholder 
changes his address from a place without the United States to a place 
within the United States, the tax shall be withheld on dividends 
unless proof is furnished showing that he is a citizen or resident of the 
United States. For general provisions for claiming United States 
citizenship or residence, see § 1.1441-5. 

(c) Interest. — (1) Government obligations. — Withholding is re- 
quired under § 1.1441-1 in the case of interest paid on obligations 
issued on or after March 1, 1941, bythe United States or any agency or 
instrumentality thereof. See section 103 and the regulations there- 
under, relating to the taxation of such interest, and 8 1.1461-1, re- 
lating to ownership certificates. 

(2)_ Assumed obligations.— If, in connection with the sale of a cor- 
poration’s property, payment of the bonds or other obligations of the 
corporation is assumed by the assignee, the assignee, whether an in- 
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lief undFr S S P ] corporation, shall deduct and withhold such 
taxes under § 1-1441-1 as would be required to be withheld bv the as- 
signor had no such sale or transfer been made. 

(3) Defaulted interest coupons.— The tax shall be withheld at 
the source under § 1.1441-1 on the gross amount of interest without 
regard to whether or not the payment constitutes a return of capital 
or the payment of income within the meaning of section 61. Thus, for 
example, the tax shall be withheld in accordance with 8 1 . 1441-1 from 
aeiauitea interest payments upon bonds which were purchased fss r-t 
quotations representing the price of both the bonds ar.d derV.;’><l 
matured interest coupons. Appropriate adjustment, if any, will be 
made upon the payee’s filing of a claim for refund, together with 
appropriate supporting evidence, in accordance with paragraph (h) 
of this section. 1 v ’ 


. (f) Unknown owner. — Withholding is required under §1.1441-1 
m the case of interest upon all bonds or securities the owners of which 
are not known to the withholding agent unless such bonds or securities 
were issued by a corporation before January 1, 1934, contain a tax-free 
covenant, and do not have a maturity date which was extended on or 
after that date. For withholding under section 1451 in the case of un- 
known owners, see paragraph (a) (2) of § 1.1451-1. 

(5) Tax-free covenant bonds. — (i) Issued on or after January 1, 
193 Ip . — Withholding is required under § 1.1441-1 in the case of interest 
upon bonds or other corporate obligations issued on or after January 
1, 1934, and containing a tax-free covenant. 

(ii) Issued before January 1, 1934- — Withholding is not required 
under § 1.1441-1 in the case of interest upon bonds or other corporate 
obligations issued before January 1, 1934, containing a tax-free cove- 
nant, and not having a maturity date which was extended on or after 
that date. A domestic or resident fiduciary is required, however, to 
withhold tax under § 1.1441-1 in the case of so much of such interest 
as is properly allocable under section 652 or 662 to a nonresident alien 
beneficiary. See paragraph (f ) of this section and of § 1.1451-1. For 
general rules respecting the withholding of tax under section 1451 in 
the case of such interest, see § 1.1451-1. 

(iii) Extended maturity date. — Withholding is required under 
§ 1.1441-1 in the case of interest upon bonds or other corporate obli- 
gations issued before January 1, 1934, and containing a tax-free cove- 
nant, if the maturity date of the bonds or obligations has been ex- 
tended on or after that date. See paragraph (c) of § 1.1451-1. . 

(iv) Special rate of £?% per cent. —-The rate of tax to be withheld 
at the source under § 1.1441-1 shall not exceed 27% percent in the 
case of interest on bonds, mortgages, or deeds of trust, or other similar 
obligations of a corporation if — 

(a) The liability assumed by the debtor exceeds 27% percent 
of the interest, and 

(b) The interest would be subject to withholding under the 
provisions of subsections (a), (b), and (c) of section 1451 except 
for the fact that the maturity date of the obligations has been 
extended on or after January 1, 1934. See paragraph (c) of 


1.1451-1. 
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(d) Amounts considered to be gains from the sale or exchange of 
capital assets. — (1) If, in the case of the amounts enumerated in para- 
graph (b) of § 1.1441-2 which are considered to be gains from the 
sale or exchange of capital assets, the withholding agent does not 
know the amount of recognized gain, he is required to deduct and 
withhold such amount under § 1.1441-1 as may be necessary to assure 
that the tax withheld will not be less than 30 percent of the recognized 
gain. For this purpose the recognized gain shall be determined with- 
out regard to the deduction allowed by section 1202 in respect of 
capital gains. The amount so withheld shall not exceed 30 percent 
of the gross proceeds from the transaction giving rise to the recognized 
gain, except that the gross proceeds may be determined by excluding 
the net unrealized appreciation described in section 402(a) (2). Ap- 
propriate adjustment, if any, will be made upon the payee’s filing of 
a claim for refund, together with appropriate supporting evidence, in 
accordance with paragraph (h) of this section. 

(2) The withholding agent may rely upon the written statement of 
the person entitled to the income described in this paragraph as to the 
amount of gain recognized on the transaction involved. This state- 
ment shall show the computation of the gain and shall be furnished 
to the withholding agent in duplicate. The duplicate copy of the 
statement shall be forwarded with a letter of transmittal to the Dis- 
trict Director of Internal Revenue, Baltimore 2, Maryland; except 
that on and after January 1, 1957, such copy shall be forwarded to 
the Director of International Operations, Internal Revenue Service, 
Washington 25, D. C. 

(e) Personal exemptions. — (1) The taxation of nonresident alien 
individuals is provided for in sections 871 to 877, inclusive. Section 
874(a) makes the filing of a return a prerequisite to the allowance of 
deductions, including deductions of personal exemptions. Except 
in the circumstances described in subparagraph (2) of this paragraph, 
personal exemptions do not serve to reduce the amount of tax to be 
withheld under § 1.1441-1. 

(2) In the determination of the tax to be withheld at the source 
under § 1.1441-1 from remuneration paid for labor or personal services 
performed within the United States by a nonresident alien, the benefit 
of the deduction for one personal exemption provided in section 151 
shall be allowed, prorated upon a daily basis for the period of employ- 
ment during any portion of which labor or personal services are per- 
formed within the United States by the alien. The proration is on the 
basis of $1.70 per day. Thus, if A, a nonresident alien seaman em- 
ployed by X Shipping Corporation, is paid in 1955 upon the termina- 
tion of a voyage covering 100 days and A performs personal services 
within the United States during, or incident to, the voyage, the amount 
of $170 will be allocated as the portion of the deduction to be allowed 
against the remuneration for personal services performed within the 
United States during that voyage ; and withholding at 30 percent shall 
be applied against the balance, if any, of the remuneration. If, for ex- 
ample, the total remuneration paid to A for that voyage is $2,000, of 
which the amount of $800 is allocable to sources within the United 
States, a tax in the amount of $189 is required to be withheld under 
§ 1.1441-1. As to what constitutes remuneration for labor or personal 

§ 1.1441-3 (d)(1) 



529 


services performed within the United States, see section 861(a) (3) 
and the regulations thereunder. 

(f) Fiduciaries. — Resident or domestic fiduciaries are required to 
withhold the tax at source under § 1.1441-1 on all items of income 
specified in § 1.1441-2 of nonresident alien beneficiaries, to the extent 
that such items constitute gross income from sources within the United 
States. Such income paid to a nonresident alien fiduciary is subject to 
withholding under § 1.1441-1 even though the beneficiaries of the estate 
or trust are citizens or residents of the United States. 

( g) Trust income taxable to grantor. — The income of a trust created 
by a nonresident alien individual and taxable to the grantor under 
the provisions of subpart E of part I of subchapter J is subject to with- 
holding under § 1.1441-1, even though the fiduciary or beneficiaries of 
the trust are citizens or residents of the United States and regardless 
of whether the beneficiaries are exempt from income tax. 

(h) Claims for refund. — Notwithstanding § 301.6402-2 of this 
Chapter, any claim for refund referred to in paragraphs (b), (c), and 
(d) of this section which is filed on and after January 1, 1957, shall be 
filed with the Director of International Operations, Internal Revenue 
Service, Washington 25, D. C. For special rules permitting the use of 
the income tax return as a claim for refund, see § 301.6402-3 of this 
Chapter. 

(i) Rents paid to foreign tax-exempt organizations.— B or the rule 
for withholding on rents paid to foreign tax-exempt organizations, 


see § 1.1443-1. 

§ 1.1441-4 Exemptions From Withholding.— (a) Interest. — (1) 


o X.1TIX — X r - e . \ f . 

Interest on bank deposits. — Interest on deposits with persons carrying 
on the banking business paid to persons not engaged in business in the 

United States is not subject to withholding under §1.1441-1. . 

(2) Sale of bonds between interest dates .— The tax is not required 
to be withheld under § 1.1441-1 on accrued interest paid by the buyer 
in connection with the sale of bonds between mter^t dates, even Aough 
the interest is subject to tax under section 871 or 881. ^he exemption 
from withholding granted by this subparagraph is not a determination 
that the accrued Merest is not fixed or determinable annual or penodi- 


fb) Compensation for personal services. — (1) Exemption under 
section JUL— The salary or other compensation for personal services 
of a nonresident alien individual who enters and leaves the United 
States at frequent intervals shall not be subject to withholding of tax 
under § 1.1441-1 if — . 

(i) The nonresident alien is a resident of Canada ° r d 
}ii) The nonresident alien is engaged in agricultural labor as de 
fined in section 3121 (g) and the regulations thereunder. 

/o\ with Jmldina of tax under section — For collection of the 

JZLZ?* ’into section 340-2 W— fiVSeni 

services performed by a nonresident h United States at 

of Canada or Mexico and who entere and leaves^e 
frequent intervals, see section 3401(a) (r) ana me h 
thereunder. 
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(3) Proration of personal exemption . — For provisions allowing the 
benefit of the deduction for the personal exemption on a prorated 
basis, see paragraph (e) of § 1.1441-3. # 

(c) Dividends paid by China Trade Aet corporations . — Withhold- 
ing is not required under § 1.1441-1 upon dividends distributed by a 
corporation organized under the China Trade Act of 1922 (15 XT. S. C., 
c. 4) to or for the benefit of a resident of Formosa or Hong Kong and 
which are exempt from taxation by section 943. 

(d) Inhabitants of Virgin Islands . — (1) Allowance of exemp- 
tion.— No withholding is required under § 1.1441-1 upon any item 
of income paid to any person who at the time of payment reasonably 
expects to satisfy his income tax obligations with respect to that item 
under section 28(a) of the Ke vised Organic Act of the Virgin Islands. 
That section provides that all persons whose permanent residence is in 
the Virgin Islands “shall satisfy their income tax obligations under ap- 
plicable taxing statutes of the United States by paying their tax on in- 
come derived from all sources both within and outside the Virgin 
Islands into the Treasury of the Virgin Islands.” For the purpose of 
this paragraph, the term “person” shall include an individual, partner- 
ship, and corporation. 

(2) Claiming exemption . — To avoid withholding of tax at source 
under § 1.1441-1 the payee of the income shall notify the withholding 
agent by letter in duplicate that he expects to satisfy his income tax 
obligations under section 28(a) of the Revised Organic Act of the 
Virgin Islands with respect to all income to be paid to him by the 
withholding agent during the current calendar year. This letter of 
notification shall constitute authorization to the payer of the income 
to pay income to the payee during that year without deduction of the 
tax at source under § 1.1441-1. 

(3) Disposition of letter . — The duplicate copy of each letter of 
notification shall be forwarded with a letter of transmittal to the 
District Director of Internal Revenue, Baltimore 2, Maryland; except 
that on and after January 1, 1957, such copy shall be forwarded to the 
Director of International Operations, Internal Revenue Service, 
Washington 25, D. C. 

§ 1.1441-5 Claiming United States Citizenship or Residence. — 
(a) Individuals . — For purposes of chapter 3 an individual’s written 
statement that he is a citizen or resident of the United States may be 
relied upon by the payer of the income as proof that such individual 
is a citizen or resident of the United States. This statement shall be 
furnished to the withholding agent in duplicate. An alien may claim 
residence in the United States by filing Form 1078 with the withhold- 
ing agent in duplicate in lieu of the above statement. 

(b) Partnerships and corporations . — For purposes of chapter 3 a 
written statement from a partnership or corporation claiming resi- 
dence in the United States may be relied upon by the payer of the 
income as proof that such partnership or corporation is a resident of 
the United States. This statement shall be furnished to the with- 
holding agent in duplicate. It shall contain the address of the tax- 
payer’s office or place of business in the United States and shall be 
signed by a member of the partnership or by an officer of the corpo- 
ration. The official title of the corporate officer shall also be given. 
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, « *=! ^hich the income is paid in respect of which thp 

^.atement or ' form is furnished. The statement or form shall t ti ed 
^ tiie withholding agent not later than 20 davs preceding tlm date 

tne statement or form is furnished, or, if that is not poss : Me because 
of speeiai circumstances, as soon as possible after su J r.:4 naST 

(2) Once a statement or form has been filed in respect of anv three- 
calendar-year period, no additional statement or form “rlS’rS* 
be filed in respect thereto unless the Commissioner of Inrermd Ifi-v,- 
nue notifies the withholding agent that an additional statement or 
form shall be filed by the taxpayer. If, after filing a statement or 
form, the taxpayer ceases to be a citizen or resident of the United 
btates, he shall promptly notify the withholding agent. 

(3) Upon the expiration of any three-calendar- vear period, the 
statement or form filed in respect of that period may not be relied 
upon by the payer of the income as proof of citizenship or residence. 

(d) Disposition of statement and form.— The duplicate copy of 
each statement and form filed pursuant to this section shall be for- 
warded^ with a letter of transmittal to the Director of International 
Operations, Internal Revenue Service, Washington 25, D. C. 

(e) Definitions. As to who are nonresident alien individuals, see 
sections 871, 7701, and the regulations thereunder. As to what part- 
nerships and corporations are deemed to be nonresident, see sections 
881, 882, 7701, and the regulations thereunder. 

(f) Effective date. — This section shall apply with respect to pav- 
ments made after December 31, 1956. The provisions of §§ 39.143-3 
(a) and 39.144-2 of Regulations 118 (26 CFR (1953 Rev. Part 39) 
corresponding to the provisions of this section, which were made appli- 
cable to chapter 3 of the 1954 Code by Treasury Decision 6091, 19 
F. R. 5167, shall be deemed to apply under such chapter with respect 
to all payments made after December 31, 1954, and before January 
1, 1957. 

§1.1442 Statutory Provisions; Withholding of Tax on For- 
eign Corporations. 

SEC. 1442. WITHHOLDING OF TAX ON FOREIGN CORPORATIONS. 

In the case of foreign corporations subject to taxation under this subtitle 
not engaged in trade or business within the United States, there shall he 
deducted and withheld at the source in the same manner and on the same 
items of income as is provided in section 1441 or section 1451 a tax equal to 
30 percent thereof ; except that, in the case of interest described in section 
1451 (relating to tax-free covenant bonds), the deduction and withholding 
shall be at the rate specified therein. 

§ 1.1442-1 Withholding of Tax on Foreign Corporations. — For 
regulations respecting the withholding of tax at source under section 
1442 in the case of nonresident foreign corporations, see §§ 1.1441-1 
and 1.1451-1. 


§ 1.1442-1 
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§1.1443 Statutory Provisions; Foreign Tax-Exempt Organi- 
zations. 

SEC. 1443. FOREIGN TAX-EXEMPT ORGANIZATIONS. 

In tile case of income of a foreign organization subject to the tax imposed 
by section 511, this chapter shall apply to rents includible under section 512 
in computing its unrelated business taxable income, but only to the extent 
and subject to such conditions as may be provided under regulations pre- 
scribed by the Secretary or his delegate. 

§ 1.1443-1 Rents Paid to Foreign Tax-Exempt Organizations. — 
The gross amount of rents paid to a foreign organization subject to 
the tax imposed by section 511, which are includible under section 512 
in computing its unrelated business taxable income, is subject to with- 
holding of a tax of 30 percent in the manner prescribed for with- 
holding of the tax under § 1.1441-1, even though the organization is 
engaged in trade or business within the United States. 

Tax-Free Covenant Bonds 

§ 1.1451 Statutory Provisions ; Tax-Free Covenant Bonds. 
SEC. 1451. TAX-FREE COVENANT BONES. 

(a) Requirement of Withholding. — In any case where bonds, mortgages, 
or deeds of trust, or other similar obligations of a corporation, issued before 
January 1, 1934, contain a contract or provision by which the obligor agrees 
to pay any portion of the tax imposed by this subtitle on the obligee, or to 
reimburse the obligee for any portion of the tax, or to pay the interest with- 
out deduction for any tax which the obligor may be required or permitted to 
pay thereon, or to retain therefrom under any law of the United States, the 
obligor shall deduct and withhold a tax equal to 2 percent (regardless of 
whether the liability assumed by the obligor is less than, equal to, or greater 
than 2 percent) of the interest on such bonds, mortgages, deeds of trust, or 
other obligations, whether such interest is payable annually or at shorter or 
longer periods, if payable to — 

(1) an individual, 

(2) a partnership, or 

(3) a foreign corporation not engaged in trade or business within the 
United States. 

(b) Payments to Foreigners. — Notwithstanding subsection (a), if the 
liability assumed by the obligor does not exceed 2 percent of the interest, then 
the deduction and withholding shall be at the rate of 30 percent in the case 
of — 

(1) a nonresident alien individual, 

(2) any partnership not engaged in trade or business within the 
United States and composed in whole or in part of nonresident aliens, and 

(3) a foreign corporation not engaged in trade or business within the 
United States. 

(c) Owner Unknown. — If the owners of such obligations are not known to 
the withholding agent, the Secretary or his delegate may authorize such 
deduction and withholding to be at the rate of 2 percent, or, if the liability 
assumed by the obligor does not exceed 2 percent of the interest, then at the 
rate of 30 percent. 

(d) Benefit of Personal Exemptions. — Deduction and withholding under 
this section shall not be required in the case of a citizen or resident entitled 
to receive such interest, if he files with the withholding agent on or before 
February 1 a signed^ notice in writing claiming the benefit of the deduction 
for personal exemptions provided in section 151; nor in the case of a non- 
resident alien individual if so provided for in regulations prescribed by the 
Secretary or his delegate under section 874. 

(e) Alien Residents of Puerto Rico.— For purposes of this section, the 
term “nonresident alien individual” includes an alien resident of Puerto 
Rico. 
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(f ) Income of Obligor and Obligee. — The obligor shall not be allowed a 
deduction for the payment of the tax imposed by this subtitle, or any other 
tax paid pursuant to the tax-free covenant clause, nor shall such tax be 
included in the gross income of the obligee. 

§ 1.1451-1 Tax-Free Covenant Boxds Issued Before January 
1, 1934. — (a) Rates of ■withholding . — (1) Rate of 2 percent -With- 
lidding of a tax equal to 2 percent is required in the case of interest 
upon bonds or other corporate obligations containing a tax-free cove- 
nant and issued before January 1, 1934, paid to an individvd. a 
fiduciary, or a partnership, whether resident or nonresident* or. to 
a nonresident foreign corporation, regardless of whether the liability 
assumed by the obligor is less than, equal to, or greater than 2 
percent. 

(2) Rate of SO 'percent. — Notwithstanding subparagraph (1) of 
this paragraph, if the liability assumed by the obligor aocs exceed 
2 percent of the interest, withholding is required at the rate of 30 
percent in the case of payments to a nonresident alien individual, 
a nonresident partnership composed in whole or in part of non- 
resident aliens, a nonresident foreign corporation, or an owner who 
is unknown to the withholding agent. 

(3) Obligations of resident payers. — The rates of withholding 
specified in subparagraphs (1) and (2) of this paragraph are ap- 
plicable to interest on such tax-free covenant bonds issued by a domes- 
tic corporation or by a resident foreign corporation. 

(4) Obligations of nonresident ^ payers . — A nonresident ^foreign 
corporation having a fiscal or paying agent in the United btates is 
required to withhold a tax of 2 percent in the case of interest upon 
its tax-free covenant bonds issued before January 1, 1934, which is 
paid to an individual or fiduciary who is a citizen or resident, of the 
United States, to a partnership any member of which is a citizen or 
resident, or to an unknown owner. 

(5) Interest from sources without the U nited States. ithhold- 
in g is not required under section 1451 in the case of interest upon 
bonds or other corporate obligations issued before January 1, 

and containing a tax-free covenant if the interest is not to be treated 
as income from sources within the United States and the paymen s 
are made to a nonresident alien, a partnership composed wholly of 
nonresident aliens, or a nonresident foreign corporation. 

(6) Tax treaties. — The rates of tax to be withheld in accordance 
with this paragraph shall be reduced as may be provided by treat} 
wfrh any counfry See section 894, relating to income exempt under 

‘Tb I Date of issue.- The mthholding proTisions of 
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or reselling it, the obligation is issued when delivered to such broker 
or other person. 

(c) Extended maturity date.— In cases where on or after January 
1 1934, the maturity date of bonds or other obligations of a corpora- 
tion is extended, the bonds or other obligations shall be considered to 
have been issued on or after January 1, 1934. The interest on such 
obligations is not subject to the withholding provisions of section 
1451 but falls within the class of interest described m section 1441. 
See paragraph (c) (5) (iii) of § 1.1441-3. 

(d) Covenant in trust deed. — Bonds issued under a trust deed con- 
taining: a tax-free covenant are treated as if they contain such a cove- 
nant, ^If neither the bonds nor the trust deeds given by the obligor 
to secure them contained a tax-free covenant, but the original trust 
deeds were modified before January 1, 1934, by supplemental agree- 
ments containing a tax-free covenant executed by the obligor corpo- 
ration and the trustee, the bonds issued before January 1, 1934, are 
subject to the provisions of section 1451, provided appropriate author- 
ity existed for the modification of the trust deeds in this manner. The 
authority must have been contained in the original trust deeds or actu- 
ally secured from the bondholders. 

(e) Notation shoioing date of issue. — In order that the date of issue 
of bonds, mortgages, deeds of trust, or other similar corporate obliga- 
tions containing a tax-free covenant may be readily determined by 
the owner for the purpose of preparing the ownership certificates 
required by § 1.1461-1, the issuing or debtor corporation shall indicate 
the date of issue by an appropriate notation, or use the phrase “issued 
on or after January 1, 1934,” on each such obligation or in a statement 
accompanying the delivery of the obligation. 

(f) Effect of withholding on income taxes of bondholder and 
issuing corporation . — (1) Federal tax. — In the case of corporate 
bonds or other corporate obligations issued before January 1, 1934, 
and containing a tax-free covenant, the corporation paying a Federal 
tax, or any part of it, for someone else pursuant to its agreement 
is not entitled to deduct such payment from its gross income on any 
ground; nor shall the tax so paid be included in the gross income of 
the bondholder. The amount of the tax so paid may, nevertheless, 
be claimed by the bondholder in accordance with paragraph (a) of 
§ 1.1462-1 as a credit against the total amount of income tax due. 
See also section 32. The tax so paid by the corporation upon tax- 
free covenant bond interest payable to a domestic or resident fidu- 
ciary and allocable to any nonresident alien beneficiary under sec- 
tion 652 or 662 is allowable, pro rata, as a credit against — 

(i) The tax required to be withheld by the fiduciary in accord- 
ance with paragraph (f) of § 1.1441-3 from the income of the 
beneficiary, and 

(ii) The total income tax computed in the return of the bene- 
ficiary, as indicated in paragraph (a) of § 1.1462-1. 

(2) State taxes. — In the case of corporate bonds or other obliga- 
tions containing an appropriate tax-free covenant, the corporation 
paying for someone else, pursuant to its agreement, a State tax or 
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any tax other than a Federal tax may deduct such payment as interest 
paid on indebtedness. 

(g) Alien resident of Puerto Rico,— For purposes of this section 
the term ^nonresident alien individual" includes an alien resident of 
Puerto Rico. 

(h) Other rules for withholding of tax under section l\oL — The 
rules for withholding stated in paragraphs (c) (2) and (3), {ft. and 
(g) of § 1.1441-3 shall also apply for purposes of withholding the 
tax under this section. 

§ 1.1451-2 Eruptions From Withholding; Under Section 
1451. — ( a) Claiming 'personal exemptions . — Withholding under 
§ 1.1451-1 from interest on bonds or other obligations of corporation « 
issued before J anuary 1, 1934, and containing a tax-free covenant shall 
not be required if there is filed with the withholding agent when pre- 
senting coupons for payment, or not later than February 1 of the 
following year, an ownership certificate on Form 1000 stating— 

(1) In the case of a citizen or resident of the United States, 
that his taxable income does not exceed his deductions for personal 
exemption s allowed under section 151 ; or 

(2) In the case of an estate or trust the fiduciary of which is a 
citizen or resident of the United States, that its taxable income 
does not exceed the deduction for the personal exemption allowed 
under section 642 (b) . 

(b) Claiming residence in United States . — To claim residence in 
the United States for purposes of section 1451, see § 1.1441-5. 

(c) Other exemptions . — The exemptions allowed by paragraphs 
(a) (2) and (d) of § 1.1441-4 shall also apply for purposes of section 
1451. 

Application of Withholding Provisions 

§ 1.1461 Statutory Provisions; Return and Payment of With- 
held Tax. 

SEC. 1461. RETURN AND PAYMENT OF WITHHELD TAN. 

Every person required to deduct and withhold any tax under this chapter 
shall, on or before March 15 of each year, make return thereof and pay the 
tax to the officer designated in section 6151. Every such person is hereby 
made liable for such tax and is hereby indemnified against the claims and 
demands of any person for the amount of any payments made in accordance 
with the provisions of this chapter. 

§ 1.1461-1 Ownership Certificates for Rond Interest. — (a) 
Citizens and residents of the United States— In accordance with sec- 
tion 6041, citizens, resident individuals, fiduciaries, and partnerships, 
and nonresident partnerships all of the members of which are citizens 
or residents, owning bonds, mortgages, or deeds of trust, or other 
similar obligations issued by a domestic corporation, a resident for- 
eign corporation, or a nonresident foreign corporation having a nsca 
or paying agent in the United States, shall, when presenting interest 
coupons for payment, file ownership certificates for each issue of sue i 
obligations issued before January 1, 1934, and containing a tax-free 
covenant. This rule shall apply without regard to the amount of the 
interest coupons. 
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(b) Nonresident aliens and foreign corporations . — (1) In accord- 
ance with section 6041, nonresident alien individuals, nonresident 
partnerships composed in whole or in part of nonresident aliens, non- 
resident foreign corporations, and unknown owners, owning bonds, 
mortgages, or deeds of trust, or other similar obligations of a cor- 
poration, shall, when presenting interest coupons for payment, file 
ownership certificates for each issue of all such obligations whether 
or not the obligation contains a tax-free covenant. This rule shall 
apply without regard to the amount of the interest coupons and with- 
out regard to the date on which the obligations were issued. 

(2) Ownership certificates are not required to be filed, however, 
by a nonresident alien individual, a partnership composed wholly of 
nonresident aliens, or a nonresident foreign corporation in connec- 
tion with interest payments on bonds, mortgages, . or deeds of trust, 
or other similar obligations of a nonresident foreign corporation or 
of any domestic or foreign corporation which qualifies under section 
861(a)(1)(B) (relating to interest from payers ^ deriving substan- 
tially all their income from sources without the United States) . 

(3) Ownership certificates shall also be filed in the case of interest 
paid on obligations of the United States or of any agency or in- 
strumentality thereof, irrespective of the date on which the obliga- 
tions are issued or of the amount of the interest, if the obligations 
are owned by a nonresident alien individual, nonresident partnership 
composed in whole or in part of nonresident aliens, nonresident foreign 
corporations, or an unknown owner. 

(c) Overdue coupon bonds . — In the case of interest payments on 
overdue coupon bonds, the interest coupons of which have been ex- 
hausted, ownership certificates are required to be filed when collect- 
ing the interest in the same manner as if interest coupons were pre- 
sented for collection. 

(d) Information shown on oionership certificate . — The ownership 
certificate shall show the name and address of the obligor, the name 
and address of the owner of the obligations, a description of the obli- 
gations, the amount of interest and its due date, the rate at which 
tax is to be withheld, and the date upon which the interest coupons 
were presented for payment. In the case of ownership certificates 
filed with the withholding agent on and after January 1, 1957, the 
certificates shall also show the amount of tax, if any,. withheld; or, 
if the certificate has been used under a tax treaty regulation to claim a 
release of tax withheld, then it shall show both the amount of tax 
withheld apd also the amount of tax released. On and after January 
1, 1957, this paragraph shall apply to all special variations of Form 
1001 referred to in paragraph (i) of this section. 

(e) Ownership certificates not required. — Ownership certificates are 
not required to be filed in the case of interest payments on — 

(1) Obligations of a State, Territory, or possession of the United 
States, or any political subdivision of any of the foregoing, or of 
the District of Columbia ; 

. (2) # Bonds, mortgages, or deeds of trust, or other similar obliga- 
tions issued by an individual or a partnership; and 

(3) Obligations owned by a domestic corporation, resident for- 
eign corporation, or foreign government. 
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(f) Interest coupons unaccompanied by ownership certificates 
(1). When interest coupons detached from corporate bonds, or from 
obligations of the United States or of any agency or instrumentality 
thereof, are received unaccompanied by ownership certificates, the 
first bank to which the coupons are presented for payment shall re- 
quire of the payee a statement showing the name and address of the 
person from whom the coupons were received by the payee and alleg- 
ing that the owner of the bonds is unknown to" the payee. This rule 
shall not apply if the owner of the bonds is known to the bank and 
the bank is satisfied that the owner is a person who is not required 
to file an ownership certificate. 

(2) The bank shall also require the payee to prepare an ownership 
certificate on Form 1001, which shall be modified by crossing out 
“owner, 55 inserting “payee, 55 stamping or writing across the face of 
the certificate “Statement furnished, 55 and adding the name of the 
bank. 

(3) The statement furnished pursuant to this paragraph shall be 
forwarded to the District Director of Internal Revenue. Baltimore 2. 


Maryland, with the quarterly return on Form 1012: except that on 
and after January 1, 1957, such statement shall be forwarded to the 
Director of International Operations, Internal Revenue Service, 
Washington 25, D. C., with the annual return on Form 1042. 

(g) Noncoupon bonds . — (1) General rule . — Ownership certificates 
on Form 1000 or Form 1001 are required in connection with interest 
payments on noncoupon bonds as in the case of coupon bonds. If an 
ownership certificate is not furnished by the owner of a noncoupon 
bond, the certificate shall be prepared by the withholding agent but 
is not required to be signed by the owner. 

(2) Application of tax treaties.— Ownership certificates are not re- 
quired, however, when claiming the benefit of an exemption from tax, 
or reduced rate of tax, granted by an applicable tax convention m re- 
spect of interest payments on noncoupon bonds. ^ Regulations untler 
the various income tax conventions require, in lieu of an ownership 
certificate, the use of an exemption (or reduced rate) certificate (or 
corresponding letter) in the case of such interest payments, bucii a 
certificate may not be prepared by the withholding agent but must be 
signed by the owner of the interest, or by his trustee or agent, m ac- 
cordance with the applicable tax treaty regulation. _p orm 

(h) Form of ownership certificate for citizens 
1000 shall be used in preparing ownerslup 
fiduciaries who are citizens or residents of 

dent partnerships, and of nonresident partnerships all of the members 
or residents. If the obKgatjons ,re .=snrfby.. 


eign corporations.— Form 1001 shall resident partnerships 
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eign corporations, and unknown owners. A special variation of Form 
1001 (designated by a letter or letters following the number 1001) 
shall be used, however, in preparing ownership certificates of persons 
claiming the benefit of an exemption from tax, or reduced rate of tax, 
granted by an applicable income tax convention in respect of interest 
payments on coupon bonds. See the applicable tax treaty regulation 
and paragraph (a) of this section. In the case of payments of interest 
made before January 1, 1957, duplicate copies of Form 1001 are not re- 
quired ; on and after that date Form 1001 shall be filed in duplicate 
whenever the form is required by this section. The special variations 
of Form 1001 shall be filed in duplicate, as required by the applicable 
tax treaty regulation. 

(j) Ownership certificates in the case of fiduciaries and joint own- 
ers. — (1) Fiduciaries having the control and custody of more than 
one estate or trust, the assets of which include bonds of corporations 
and other securities, shall execute a certificate of ownership for each 
estate or trust even though the bonds are of the same issue. The owner- 
ship certificate shall show both the name of the estate or trust and the 
name and address of the fiduciary. 

(2) Separate ownership certificates shall be executed in behalf of 
each person owning bonds jointly with another. 

(k) Inconsistent regulations. — All regulations inconsistent with the 
provisions of this section shall be deemed to have been modified 
accordingly. 

§ 1.1461-2 Return and Payment of Tax Withheld on and After 
January 1, 1957. — (a) Effective date. — This section shall apply only 
with respect to payments of income made on and after January 1, 1957. 
For provisions relating to payments made before that date, see 
i §1.1461-3. 5 

(b) Form 101 $. — (1) Filing requirements. — Every withholding 
i agent shall make on or before March 15 an annual return on Form 1042 

i fke tax withheld under chapter 3 upon all the items of income to 

winch that chapter applies. F orm 1042 shall be filed with the Director 
of International Operations, Internal Revenue Service, Washington 
25, D. C. The return shall be prepared in duplicate and shall show 
m summary form the tax required to be withheld under chapter 3 dur- 
ing the previous calendar year and to be shown on Forms 1000, 1001, 

1 j arL< * 1042S, and on all special variations of Form 1001 referred to in 

paragraph (i) of § 1.1461-1. The duplicate copy of Form 1042 shall 
! be retained by the withholding agent. 

(?) Summary of accompanying forms.— Form 1042 shall be accom- 
panied by the original copies of all Forms 1000 and by the original and 
I duplicate copies of all Forms 1001, 1042S, and all special variations of 

I j ^ 01 referred to in paragraph (i) of § 1.1461-1, which were 

nled with, or prepared by, the withholding agent during the previous 
i Ca *i^ir^ 7 ear 5 lnc luding such forms upon which income exempt from 

5 ! withholding of tax is reported. The various forms so forwarded with 

; * °™ 1 are not required to be listed thereon ; but they shall be sum- 

| i marized on Form 1042 by showing in the manner prescribed thereon 

and in the instructions applicable thereto, the total number of each 
iorm submitted and, ■with respect to that particular form, the gross 
amount of income paid and the rates of tax applicable thereto, the total 
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amount of income paid which, was exempt from withholding of tax, the 
amount of tax withheld at the various applicable rates, and the amount 
of tax withheld but released or refunded by the withholding agent. 
The information so given with respect to Form 1642S shall be arranged 
on a per-eountry basis as to payees with addresses in the various for- 
eign countries which have entered into an income tax convention with 
the United States and on a combined basis as to payees with addresses 
in all other countries. This per-country arrangement is not required 
in the case of the other forms forwarded with Form 1045. The ex- 


emption and reduced rate certificates, such as Form 1001 A-D or Form 
1001A-J, referred to in paragraph (g) (2) of § 1.1461-1 are not re- 
quired to accompany, or to be summarized on, Form 1042. 

(8) Manner of preparing ownership certificates. — To facilitate 
compliance with subparagraph (2) of this paragraph the ownership 
certificates (Form 1000, Form 1001, and all special variations of Form 
1001 referred to in paragraph (ij of § 1.1461-1) prepared by any 
withholding agent for forwarding with Form 1042 shall be prepared 
and arranged in accordance with the instructions applicable thereto 
and consistently with the maimer prescribed by paragraph (c) (3) 
(ii) of this section with respect to Form 1042S. 

(4) Modification of Form 10J±$. — If Form 1000 is modified in ac- 
cordance with paragraph (h) of § 1.1461-1 to show the name and 
address of a fiscal or paying agent in the United btates, Form 1042 
shall be likewise modified. 


(c) Form 1042S.—(1) Filing requirement— Every withholding 
agent shall make on or before March 15 an annual information return 
on Form 1042S of all items of income specified in §1.1441-2 (to the 
extent that such items constitute gross income from sources within 
the United States) paid during the previous calendar year to non- 
resident alien individuals, nonresident partnerships composed l in whole 
or in part of nonresident alien individuals, and nonresident foreign 
corporations, including such items of income upon which, under the 
authority of any Treasury regulation or ruling of the Commissioner 
of Internal Revenue, no withholding of tax is required under chapter 
3 or in respect of which the tax, though required to be withheld under 
such chapter, has, pursuant to such authority, been released or re- 
funded to the payee. Income paid to such persons and required to be 
shown on Form W-2, Form 1001, or on any special variation of Form 
1001 referred to in paragraph (i) of §1.1461-! or the substdute 
thereof is not however, required to be shown on Form 1042b. me 
original and duplicate copies of Form 1042S shall accompany Form 
lO^ and shall be filed with the Director of International Operation., 
Internal Revenue Service, Washington 25, D.C. 

(2) Information to he furnished.— (i) Form 1042S shall show the 
name and address of the payee of the income, of the withholding 
agent, of the agent for the withholding agent, and of the payer of the 
income if the payer is not the same as the withholding agent. It shall 
JSSL of the item of income paid, the gross amount 

of the item, and, if withholding upon that item “ 1 oitx 

chapter 3, the rate of tax applicable thereto and the amount of tax 
withheld. If any part of the tax required to be withheld has oeen 
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released or refunded to the payee, Form 1042S shall show the amount 
of tax so released or refunded. 

(ii) If a Form 1042S is prepared in respect of an item of income 
upon which tax has not been withheld under chapter 3, a brief state- 
ment as to the authority for such failure to withhold shall be made 
upon the form itself. If necessary, however, a separate statement as 
to such authority may be attached to the original copy of the Form 
1042S. 

(iii) If a Form 1042S is prepared in respect of compensation from 
which the personal exemption is deducted in accordance with para- 
graph (e) of § 1.1441-3, the amount of the .compensation allocable to 
labor or personal services performed within the United States, to- 
gether with the amount of the deduction for the prorated personal 
exemption, shall be shown on a separate statement attached to the 
original copy of that form. 

(3) Manner of 'preparing Form 101$S. — (i) Form 1042S shall be 
prepared in quadruplicate with respect to each separate payment of 
any item of income made during the calendar year, except that, at the 
option of the withholding agent, one form may be used to show the 
total amount of any item paid during the calendar year to the same 
payee. Items different in kind may not be combined on one Form 
1042S. Thus, if three dividends on the same stock are paid to the 
same payee during the calendar year, the three payments may be 
entered on three separate Forms 1042S or in total amount on one Form 
1042S. On the other hand, a payment of interest, dividends, and 
rents may not be shown on the same Form 1042S. Payment of an 
item of income to a nominee or representative for the benefit of other 
persons in respect of whom Forms 1042S are required may not be 
shown on a single Form 1042S but must be identified with the ultimate 
recipients of the income if such information is known to the payer of 
the income. 

(ii) The Forms 1042S prepared by any withholding agent for 
forwarding with Form 1042 shall be segregated as to payees with ad- 
dresses in foreign countries which have entered into an income tax 
convention with the United States and as to payees with addresses 
in all other countries. The first such group shall be arranged alpha- 
betically both as to the name of the payee and the name of the foreign 
country in which the payee has an address ; the second such group shall 
be arranged alphabetically as to the name of the payee only. Sepa- 
rate adding machine tapes shall then be prepared for each such foreign 
country which has entered into an income tax convention with the 
United States, showing as to that country the number of such forms 
submitted, the total amount of income paid which was exempt from 
withholding of tax, and, as to each separate applicable rate of tax, 
the gross amount of income paid and the amount of tax withheld. 
Another adding machine tape showing the same information shall 
then be prepared with respect to the combined number of all other 
countries. These adding machine tapes shall be properly identified 
with the respective groups of forms to which they apply, and the totals 
thereon used as a basis for making the summary on Form 1042 pre- 
scribed by paragraph (b) (2) of this section. If circumstances war- 
rant, the withholding agent may use any other appropriate method, 
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n lieu of adding machine tapes, for presenting the information re- 
quired by thi s subdivision. 

(iii) The triplicate copy of Form 1042S shall be furnished to the 
>ayee indicated thereon, and the quadruplicate shall be retained by the 
vithholding agent. 

(4) Alternative methods . — To the extent that the withholding 
Lgent’s system of record keeping makes impractical the use of Form 
.042S in the manner prescribed by subparagraph (8) of this para- 
graph, he may devise and submit for the prior approval of the Com- 
nissioner a variation of Form 1042S which will include the informa- 
ion required by subparagraph (2) of this paragraph and which will 
substantially comply with the requirements of subparagraph (8) of 
iris paragraph. Request for such approval shall be accompanied by 
m explanation as to why such variation is necessary. 

(d) Information to he furnished ~by Commissioner.- —If a foreign 
country has entered into an income tax convention with the United 
States which provides for the mutual exchange of information, the 
Commissioner of Internal Revenue shall, as soon as practicable after 
the close of a calendar year during which the convention is in effect, 
transmit to the appropriate authority designated in the convention 
with that country the following forms which have been filed pursuant 
to this section for that year, namely, all duplicate copies of Forms 
1001 and 1042S showing a payee with an address in that country and 
all duplicate copies of the special variation of Form 1001 referred to 
in paragraph (i) of § 1.1461-1 which is applicable to that country. 
These forms are not to be furnished to any such foreign country, how- 
ever, if the Commissioner of Internal Revenue ascertains through 
appropriate channels that the forms are not required by that country. 

(e) Date of payment: penalties. — -The tax required to be returned 

on Form 1042 shall be paid to the Director of International Opera- 
tions, Internal Revenue Service, Washington 25, D. CL, on or before 
March 15 of the following year. For penalties and additions to the 
tax attaching upon failure to make returns or such payments, see sec- 
tions 6651, 6658, 7202, and 7208. . 1 _ 

JXtfm W«r2d (d) 

paid in accordance with this section even though the items 
may not constitute gross income m whole or in part. For such pu 

su tg rss&s 'Xssssss 

the provisions of this section shall be deemed to have been modified 

accordingly. np Tax Withheld Before Jah- 

§ etuun ahd __This section shall apply only with 

hart 1,1957— (a) UlfeetwedMte. L Tanil arv 1 1957. For pro- 
respect to payments of income made e § x 146 i_2. 
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terest on noncoupon bonds with respect to which a reduced rate certifi- 
cate (or corresponding letter) has been filed with the withholding 
agent in accordance with regulations under a tax convention) on (i) 
bonds or other obligations of corporations and (ii) obligations issued 
on or after March 1, 1941, by the United States or any agency or instru- 
mentality thereof. This return shall be filed with the District Direc- 
tor of Internal Revenue, Baltimore 2, Maryland; except that on and 
after January 1, 1957, such return shall be filed with the Director of 
International Operations, Internal Revenue Service, Washington 25, 
D.C. 

(2) Form 1012 . — The withholding agent also shall make and file 
with the District Director of Internal Revenue, Baltimore 2, Mary- 
land, a quarterly return on Form 1012 of the tax so withheld from 
such interest, on or before the last day of the month following the 
termination of the quarter for which the return is made. On and 
after January 1, 1957, however, the quarterly return on Form 1012 
shall be made and filed with the Director of International Operations, 
Internal Revenue Service, Washington 25, D. C. The ownership cer- 
tificates (Form 1000, Form 1001, and all special variations of Form 
1001 referred to in paragraph (i) of § 1.1461-1) shall be forwarded 
with the quarterly return, even though the interest in respect of 
which the certificate is filed is exempt from withholding of tax. 
Forms 1001 shall be listed on the quarterly return. All special varia- 
tions of Form 1001 (referred to in paragraph (i) of § 1.1461-1) which 
have been used to secure a reduction in the rate of tax withheld at 
source shall also be listed on the quarterly return. While Forms 1000 
need not be listed on the return, the number of such forms submitted, 
the total amount of interest paid, and the total amount of the tax re- 
quired to be withheld in respect of such forms shall be entered in the 
spaces provided on Form 1012. 

(3) Modification of Forms 1012 and 1013. — If Form 1000 is modified 
in accordance with paragraph (h) of § 1.1461-1 to show the name and 
address of a fiscal or paying agent in the United States, Forms 1012 
and 1013 shall be likewise modified. 

(c) Payments other than interest on certain bonds. — (1) Form 
lOli.2 . — Every withholding agent shall make on or before March 15 an 
annual return on Form 1042 of the tax withheld under chapter 3 from 
income other than bond interest in respect of which the tax is required 
to be reported on Form 1012. This return shall be filed with the Dis- 
trict Director of Internal Revenue, Baltimore 2, Maryland; except 
that on and after January 1, 1957, such return shall be filed with the 
Director of International Operations, Internal Revenue Service, 
Washington 25, D. C. The return shall show the amount of tax re- 
quired to be withheld from each nonresident alien, nonresident partner- 
ship composed in whole or in part of nonresident aliens, and non- 
resident foreign corporation, to which income other than such bond 
interest was paid during the previous calendar year. 

(2) Income exempt from tax . — The withholding agent shall also 
report on Form 1042 — 

(i) All such items of income, otherwise required to be returned 

thereon pursuant to subparagraph (1) of this paragraph, upon 

which the tax has not been withheld at source because of an income 
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tax convention which is in effect between the United States and a 

foreign country, and 

(ii) Interest paid to such persons on noncoupon bonds with re- 
spect to which an exemption certificate (or corresponding letter) 
has been filed with the withholding agent in accordance with 
regulations under a tax convention. 

_ (3) Pr oration of personal exemption. — In a case where the personal 
exemption is prorated in accordance with paragraph (e) of § 1.1441-3 
the amount of the compensation allocable to labor or personal services 
performed within the United States, together with the amount of the 
deduction for the prorated personal exemption, shall be shown on a 
separate statement attached to the annual return on Form 1042. 

(d) Date of payment; penalties. — The tax required to be returned 
on Forms 1012, 1013, and 1042 shall be paid to the district director on 
or before March 15 of the following year; except that on and after 
J anuary 1, 1957, such tax shall be paid to the Director of International 
Operations, Internal Revenue Service, Washington 25, D. C. For 
penalties and additions to the tax attaching upon failure to make re- 
turns or such payments, see sections 6651, 6653, 7202, and 7203. 

(e) Information returns. — For the extent to which ownership cer- 
tificates and returns filed by withholding agents will constitute, and 
be treated as, returns of information required by section 6041, see the 
regulations issued pursuant to that section. 

(f) Special items. — The tax withheld in accordance with para- 
graphs (b) (1) , (c) (3), and (d) (1) of § 1.1441-3 shall be returned and 
paid in accordance with this section even though the items involved 
may not constitute gross income in whole or in part. For such pur- 
pose, a reference in this section to an item or amount of income shall, 
where appropriate, be deemed to refer also to the items specified in 
such paragraphs or the amount thereof. 

§ 1.1462 Statutory Provisions; Withheld Tax as Credit to Re- 
cipient of Income. 

SEC. 1462. WITH HEL D TAX AS CREDIT TO RECIPIENT OF INCOME. 

Income on which any tax is required to be withheld at the source under 
this chapter shall be included in the return of the recipient of such income, 
but any amount of tax so withheld shall be erediied agc.ins: the amount of 
income tax as computed in such return. 

§ 1.1462-1 Withheld Tax as Credit to Recipient of Income.— 
(a) Return of income from which tax was icithheld. — The entire 
amount of the income from which the tax is required to be withheld 
sTia.11 be included in gross income in the return required to be made by 
the recipient of the income, without deduction for the amount required 
to be withheld, but the tax so withheld shall be allowed as a credit 
against the total income tax computed in the taxpayer s return. 

(b) Amounts paid, to fiduciaries. — Tax withheld at the source under 
chapter 3 upon income paid to any fiduciary is deemed to have been 
paid by the taxpayer ultimately liable for the tax upon such income. 
Thus, for example, if any taxpayer is subject to the taxes imposed bi- 
section 1, 2, 3, or 11 upon any portion of the income of a nonresident 
alien estate or trust, the part of any tax withheld at the source which 
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is properly allocable to the income so taxed to such taxpayer shall be 
credited against the amount of the income tax computed upon his 
return, and any excess shall be credited against any income, -war 
profits, or excess profits tax, or installment thereof, then due from the 
taxpayer, and any balance shall be refunded. 

§ 1.1463 Statutory Provisions ; Tax Paid by Recipient of Income. 
SEC. 1463. TAX PAID BY RECIPIENT OF INCOME. 

If any tax required under this chapter to be deducted and withheld is paid 
by the recipient of the income, it shall not be re-collected from the withhold- 
ing agent ; nor in cases in which the tax is so paid shall any penalty be 
imposed on or collected from the recipient of the income or the withholding 
agent for failure to return or pay the same, unless such failure was fraudu- 
lent and for the purpose of evading payment. 

§ 1.1463-1 Tax Paid by Recipient of Income. — If the tax required 
to be withheld under chapter 3 is paid by the recipient of the income 
or by the withholding agent, it shall not be re-collected from the other, 
regardless of the original liability therefor; and, in such event, no 
penalty will be asserted against either person for failure to return 
or pay the tax where no fraud or purpose to evade payment is in- 
volved. 

§1.1464 Statutory Provisions; Refunds and Credits With 
Respect to Withheld Tax. 

SEC, 1464. REFUNDS AND CREDITS WITH RESPECT TO WITHHELD 
TAX. 

Where there has been an overpayment of tax under this chapter, any 
refund or credit made under chapter 65 shall be made to the withholding 
agent unless the amount of such tax was actually withheld by the withhold- 
ing agent. 

[Section 6414, which is contained in chapter 65, provides as follows: “In 
the case of an overpayment of tax imposed by chapter 24, or by chapter 3, 
refund or credit shall be made to the employer or to the withholding agent, 
as the case may be, only to the extent that the amount of such overpayment 
was not deducted and withheld by the employer or withholding agent.”] 

§ 1.1464-1 Refunds and Credits. — The refund or credit under 
chapter 65 of an overpayment of tax which has actually been withheld 
at the source under chapter 3 shall be made to the taxpayer from 
whose income the amount of such tax was in fact withheld. To the 
extent that the overpayment under chapter 3 was not in fact withheld 
at the source, but was paid, by the withholding agent, the refund or 
credit under chapter 65 of the overpayment shall be made to the with- 
holding agent. Thus, where a debtor corporation assumes liability 
pursuant to its tax-free covenant for the tax required to be withheld 
under chapter 3 upon interest and pays the tax in behalf of its bond- 
holder, and it can be shown that the bondholder is not in fact liable 
for any tax, the overpayment of tax shall be credited or refunded to 
the withholding agent in accordance with chapter 65 since the tax 
was not actually deducted and withheld from the interest paid to the 
bondholder. In further illustration, where a withholding agent who 
is required by chapter 3 to withhold $300 tax from rents paid to a 
nonresident alien individual mistakenly withholds $320 and mistakenly 
pays $350 as internal revenue tax, the amount of $30 shall be credited 
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or refunded to the withholding agent in accordance with chapter 65 
and the amount of $20 shall be credited or refunded in accordance with 
such chapter to the person from whose income such amount has been 
withheld. 


§ 1.1465 
Agent. 


Statutory Provisions ; Definition of Withholding 


SEC. 1465. DEFINITION OF WITHHOLDING AGENT. 

The term “withholding agent” means any person required to deduct and 
withhold any tax under this chapter. 

§ 1.1465-1 General Provisions Relating to Withholding 
Agents. — (a) Withholding agents in case of United States obliga- 
tions. — In the case of interest on obligations of the United States or 
of any agency or instrumentality thereof the withholding agents 
shall be — 

(1) The Commissioner of the Public Debt, for interest paid by 
checks issued through the Bureau of the Public Debt ; 

(2) The Treasurer of the United States, for all interest paid 
by him, whether by check or otherwise ; and 

(3) Each Federal Reserve bank, for all interest paid by it, 
whether by check or otherwise. 

(b) Person designated to act for withholding agent— ( 1) A debtor 
corporation having an issue of bonds or other similar obligations 
which appoints a duly authorized agent to act on its behalf under 
the withholding provisions of chapter 3 is required to file a notice 
of such appointment with the District Director of Internal Revenue, 
Baltimore 2, Maryland, giving the name and address of the agent ; 
except that on and after January 1, 1957, such notice shall be filed 
with the Director of International Operations, Internal Revenue 
Service, Washington 25, D. C. # 

(2) If the person designated by a debtor corporation to act for it 

as withholding agent has not withheld any tax from the income nor 
received any funds from the debtor corporation to pay the tax which 
the debtor corporation assumed in connection with its tax-free cov- 
enant bonds, then that person cannot be held liable for the tax 
assumed by the debtor corporation merely by reason of the designee s 
appointment as withholding agent. . 

(3) If a duly authorized withholding agent has become insolvent 

or for any other reason fails to make payment under section 1461 
of money deposited with it by the debtor corporation to pay taxes, 
or of money withheld from bondholders, the debtor corporation is not 
discharged of its liability under chapter 3 since the withholding agent 
is merely the agent of the debtor corporation. # 

(c) Payments other than momg.-In any case where income is pay- 
able m anv medium other than money the withholding agent shall not 
able m any meawm ihe property has been converted 

to such, income. 
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RULES APPLICABLE TO RECOVERY OF EXCESSIVE PROFITS ON' 
GOVERNMENT CONTRACTS 

Recovery of Excessive Profits on Government Contracts 

§ 1.1471 Statutory Provisions ; Recovery op Excessive Profits 
on Government Contracts. 

SEC. 1471. RECOVERY OF EXCESSIVE PROFITS ON GOVERNMENT 
CONTRACTS. 

(a) Method of Collection. — If the amount of profit required to be paid 
into the Treasury under section 3 of the Act of March 27, 1934, as amended 
(34 U. S. C. 496), with respect to contracts completed within taxable years 
subject to this code is not voluntarily paid, the Secretary or his delegate shall 
collect the same under the methods employed to collect taxes under this 
subtitle. 

(b) Laws Applicable. — All provisions of law (including penalties) ap- 
plicable with respect to the taxes imposed by this subtitle and not inconsistent 
with section 3 of the Act of March 27, 1934, as amended, shall apply with 
respect to the assessment, collection, or payment of excess profits to the 
Treasury as provided by subsection (a), and to refunds by the Treasury of 
overpayments of excess profits into the Treasury. 

§ 1.1471-1 Recovery of Excessive Profits on Government Con- 
tracts.— The inclusion of the statutory provisions of section 1471 
of the Internal Revenue Code of 1954 in this part does not supersede 
the provisions of Treasury Decision 4906, 26 CFR (1939) Part 17, and 
Treasury Decision 4909, 26 CFR (1939) Part 16, as made applicable 
to section 1471 of the 1954 Code by Treasury Decision 6091, 19 F. R. 

K-f nhr * 1 


Mitigation of Effect of Renegotiation of Government Contracts 

§ 1.1481 Statutory Provisions ; Mitigation of Effect of Rene- 
gotiation of Government Contracts. 

SEC. 1481. MITIGATION OF EFFECT OF RENEGOTIATION OF GOV- 
ERNMENT CONTRACTS. 

(a) Reduction for Prior Taxable Year. — 

(1) Excessive profits eliminated for prior taxable year. — In the 
case of a contract with the United States or any agency thereof or any 
subcontract thereunder, which is made by the taxpayer, if a renegotia- 
tion is made in respect of such contract or subcontract and an amount 
of excessive profits received or accrued under such contract or subcon- 
tract for a taxable year (referred to in this section as “prior taxable 
year”) is eliminated and, the taxpayer is required to pay or repay to the 
United States or any agency thereof the amount of excessive profits 
eliminated or the amount of excessive profits eliminated is applied as an 
offset against other amounts due the taxpayer, the part of the contract 
or subcontract price which was received or was accrued for the prior 
taxable year shall be rednced by the amount of excessive profits elim- 
inated. For purposes of this section — 

(A) The term “renegotiation” includes any transaction which is 
a renegotiation within the meaning of the Federal renegotiation act 
applicable to such transaction, any modification of one or more 
contracts with the United States or any agency thereof, and any 
agreement with the United States or any agency thereof in respect 
of one or more such contracts or subcontracts thereunder. 

{B) The term “excessive profits” includes any amount which 
constitutes excessive profits within the meaning assigned to such 
term by the applicable Federal renegotiation act, any part of the 
contract price of a contract with the United States or any agency 
thereof, any part of the subcontract price of a subcontract under 
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such a contract, and any profits derived from one or more such 
contracts or subcontracts. 

(C) The term “subcontract” includes any purchase order or 
agreement which is a subcontract within the meaning assigned to 
such term by the applicable Federal renegotiation act. 

(D) The term "Federal renegotiation act” includes section 403 
of the Sixth Supplemental National Defense Appropriation Act 
(Public Law 528, 77th Cong., 2d Sess.), as amended or supplemented, 
the Renegotiation Act of 1948, as amended or supplemented, and the 
Renegotiation Act of 1951, as amended or supplemented. 

(2) Reduction of reimbursement for psiob taxable year, — In the 
ease of a cost-plus-a-fixed-fee contract between the United States or any 
agency thereof and the taxpayer, if an item for which the taxpayer has 
been reimbursed is disallowed as an Item of cost chargeable to such 
contract and the taxpayer is required to repay the United States or any 

■ agency thereof the amount disallowed or the amount disallowed is 
applied as an offset against other amounts due the taxpayer, the amount 
of the reimbursement of the taxpayer under the contract for the taxable 
year in which the reimbursement for such item was received or was 
accrued shall be reduced by the amount disallowed. 

(3) Deduction disallowed. — The amount of the payment, repayment, 
or offset described in paragraph (1) or paragraph shall not consti- 
tute a deduction for the year in which Laid or i:.e::rred. 

(4) Exception. — The foregoing provisions of this subsection shall not 
apply in respect of any contract if the taxpayer shows to the satisfac- 
tion of the Secretary or his delegate that a different method of accounting 
for the amount of the payment, repayment, or disallowance . clearly 
reflects income, and in such ease the payment, repayment, or disallow- 
ance shall be accounted for with respect to the taxable year provided 
for under such method, which for the purposes of subsections (b) and 
(c) shall he considered a prior taxable year. 

(b) Credit Against Repayment on Account of Renegotiation or Al- 


lowance. — 

(1) Gen eral rule. — There shall be credited against the amount of 
excessive profits eliminated the amount by which the tax for the prior 
taxable year under this subtitle is decreased by reason of the application 
of paragraph (1) of subsection (a) ; and there shall be credited against 
the amount disallowed the amount by which the tax for the prior taxable 
year under this subtitle is decreased by reason of the application of 
paragraph (2) of subsection (a). 

(2) Credit for barred year.— If at the time of the payment repay- 

' ment, or offset described in paragraph (1) or paragraph subsec- 

tion (a), refund or credit of tax under this subtitle for the prior taxable 

' • year is prevented (except for the provisions of section 1311) by any 
. provision of the internal revenue laws other than section 7122, or by 
rule of law, the amount by which the tax for such year under this 
subtitle is decreased by the application of paragraph (1) or paragraph 
(2) of subsection (a) shall be computed uncer mis paragraph, -be.e 
. shall first be ascertained the tax previously determined for the prior 
■ taxable year. The amount of the tax previously determined shall be 
the excess of — 

(A) the sum of — , , . 

(i) the amount shown as the tax by the 
return (determined as provided in section 0211(b)(1) ana 

.. ■ ( 3 )) if a return was made by the taxpayer and an amount 

was shown as the tax by the taxpayer thereon, pins 

(il) the amounts previously assessed (or collected without 

assessment) as a deficiency, over— _ fmiifhwoY 

(B) the amount of rebates, as defined in section 6211 (d) (2), 

There a shall then be ascertained the decrease in / if*™ 

mined which results solely from the application of paragraph U ) 
naraeraph (2) of subsection (a) to the prior taxable year. The amount 
so ascertained, together with any amounts wll^dasaddtaons to tte 

tax or interest, as a result of paragraph (1) or paragraph (2) or s d- 
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section (a) not having been applied to the prior taxable year, shall be 
the amount by which such tax is decreased. 

(3) Interest. — In determining the amount of the credit under this 
subsection no interest shall be allowed with respect to the amount 
ascertained under paragraph (1) ; except that if interest is charged by 
the United States or the agency thereof on account of the disallowance 
for any period before the date of the payment, repayment, or offset, the 
credit shall be increased by an amount equal to interest on the amount 
ascertained under such paragraph at the same rate and for the period 
(prior to the date of the payment, repayment or offset) as interest is so 
charged. 

(c) Credit in Lieu of Other Credit or Refund. — If a credit is allowed 
under subsection (b) with respect to a prior taxable year no other credit 
or refund under the internal-revenue laws founded on the application of 
subsection (a) shall be made on account of the amount allowed with respect 
to such taxable year. If the amount allowable as a credit under subsection 
(b) exceeds the amount allowed under such subsection, the excess shall, 
for purposes of the internal revenue laws relating to credit or refund of tax, 
be treated as an overpayment for the prior taxable year which was made at 
the time the payment, repayment, or offset was made. 

(d) Renegotiation of Government Contracts Affecting Taxable Years 
Prior to 1954. — If a recovery of excessive profits through renegotiation as 
described in this section relates to profits of a taxable year subject to the 
Internal Revenue Code of 1939, the adjustments in respect of such renegotia- 
tion shall be made under section 3806 of such code. 

RELATED ADMINISTRATIVE PROVISIONS 

§ 1.6033(a) Statutory Provisions; Eeturns by Exempt Or- 
ganizations ; General. 

SEC. 6033. RETURNS BY EXEMPT ORGANIZATIONS. 

(a) General— Every organization, except as hereinafter provided, ex- 
empt from taxation under section 501(a) shall file an annual return, stating 
specifically the^ items of gross income, receipts, and disbursements, and such 
other information for the purpose of carrying out the provisions of subtitle 
A as the Secretary or his delegate may by forms or regulations prescribe, 
and shall keep such records, render under oath such statements, make such 
other returns, and comply with such rules and regulations, as the Secretary 
or his delegate may from time to time prescribe, except that, in the discretion 
of the Secretary or his delegate, an organization described in section 401(a) 
may be relieved from stating in its return any information which is reported 
in returns filed by the employer which established such organization. No 
such annual return need be filed under this subsection by any organization 
exempt from taxation under the provisions of section 501(a) — 

* * * * * * * 
§1.6033-1 Return bt Exempt Organizations. — (a) General. 

(3) Every employees’ trust described in section 401(a) which is 
exempt from taxation under section 501(a) shall file an annual return 
on Form 990-P. The return shall include the information required 
by paragraph (b) (5) (ii) of § 1.401-1. The trust must also file the 
information required by § 1.404(a) -2, unless the employer has notified 
the trustee that he has or will timely file such information. If the 
trustee has received such notification from the employer, then the trust 
must file a copy thereof with its return and the other information 
required by the return. 


§1.6033(a) 
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Abandonment, depreciable property 
Accounting methods: ^ 

Banks, reserve for bad debts 

Depreciation: 

Change 

Elections 

Accounting period, trust, beneficiary, different 
taxable years 

Adjusted excess profits net income, net operating 

loss carryback _ & 

Affiliation: 

Banks, special deduction for earnings and 
profits used to acquire assets other than 

bank stock 

Banks, worthless stock of subsidiary!” 

Basis of property acquired II””” 

Deductibility of contributions to employees’ 
profit-sharing plan 

Aliens: 

Nonresident, interest on United States obli- 
gations 

Nonresident, requirement for withholding’ of 

tax 

Resident, statement to withholding agent 

Alimony: Received, payments under annuity con- 
tract 

Allocation of income and deductions: 

Distributable net income 

Five-year throwback rule 

Unused carryovers, excess deductions 

Amortization : 

Depreciable property 

Emergency facilities, deduction 

Insurance companies, premiums on bonds 

Organizational expenditures 

Annuities: 

Cost basis, sale of annuity contracts 

Taxability: 

Alimony payments 

Amounts not received as annuities: 

Dividends or similar distributions 

Lump sum payment, limit on tax___ 
Periodic payments for different- 

term 

Periodic payments for same term 

after lump sum withdrawal 

Refpnd of consideration under a 

contract 

Surrender, redemption, or maturity 

of a contract 

Transferees 

Classification of recipients as annuitants 
or beneficiaries 


Section Page 

1.1 67 (a) -9 134 

1.593-1. 270 

1.167(e)—! 154 

135 

.i.h-jr.--: 156 

f 1.652(c)-! 301 

U. 662(c)-! ... 316 

1.172-8- 180 

1.601-1 - 275 

1.582-1 261 

1. 1051-1 449 

1.4Q4(a)-10 I 253 

1.103-6 99 

1.1441- 1 — — 524 

1.1441- 5 530 

1.72-14(b) 93 

f 1.652 (b)-2 299 

(1.652(b) -3 300 

1.666(a)-!... 340 

1.642(h)— 5 — 288 

f 1.167 (a)-4_ 128 

1 1.167 (a)-5 128 

1.642(f)-! 284 

/ 1.803-6. 405 

(1.822-3 — 418 

1.248-1-.--- 201 

1.1021-1 425 

1.72- 14(b) — 93 

1.72- 1 1(b) 83 

1.72- ll(g) 89 

1.72- 1 1(e) 87 

1.72- 11 (f) 87 

1.72- 1 1(c) 84 

1.72- 1 1(d) 86 

1.72- 1 1(h) — 90 

1.72- 1(e) — 27 
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Annuities — Continued^ 

Taxability — Continued 

Contracts and amounts to which section 

72 applies 

Employee contributions recoverable in 
three years: 

Amounts not received as an annuity.. 

Amounts received as an annuity 

Application of section 72(d) to em- 
ploy ees* annuities 

Exhaustion of employee contribu- 
tions 

Inapplicability of section 72(d) to 
proceeds of life policies at death- _ 
Employer contributions in nature of: 

C ompensation 

Death benefits 

Employer plans 

Exclusion ratio: 

Annuity starting date 

Exceptions to general rule 

Fiscal year taxpayers 

General rule 

Two or more annuity elements pro- 
vided under contract 

Expected return: 

Joint and survivor annuities 

One life 

Payments for a term certain 

Payments in amount certain 

Two or more annuity elements for 
fixed payments for single consider- 
ation— 

Variable payments 

Face-amount certificates 

Interest payments 

Investment in contract: 

Adjustment for refund feature: 

Definition of contract contain- 
ing refund feature 

Joint and survivor annuity 

More than one annuity element 

for single consideration 

Single life annuity 

Variable annuities 

Allocation where contract provides 

two or more annuity elements 

General rule 

Special rules 

Transfer of contracts 

Lump sum upon maturity of contract 

Return of premiums 

Tables 

Armed Forces: 

General, educational allowance to veterans, __ 
Pay: 

Combat-zone service 

Mustering-out payments 

Subsistence, allowances to students at United 

States educational institutions 

Attorneys and agents, withholding agent, defini- 
tion ; : 

Automobiles, depreciation allowance 

Bad debts: 

Banks: 

Additions to reserve 

Loss with respect to securities 


Section 

Page 

1.72-2 

27 

1.72-13(b) 

91 

1.72-13(a) 

90 

1.72-13(d) 

92 

1.72-13(c) 

92 

1.72-13 (e) 

92 

1.72-8 (a) 

53 

1.72-8(b) 

54 

1.72-14(d) 

93 

1.72-4(b) 

31 

1.72-4(d) 

32 

1.72-4(c) 

31 

1.72-4 (a) 

30 

1.72-4(e) 

34 

1.72-5 (b) 

38 

1.72-5 (a) 

35 

1.72-5(c) - 

42 

1.72-5(d) 

43 

1.72-5(c) 

42 

1.72-5 (f) 

44 

1.72-14(c) — 

93 

1.72-14 (a) 

92 


1.72-7 (a) 

47 

1.72-7(c) 

49 

1.72-7(c) 

49 

1.72-7 (b) - 

47 

1.72-7 (d) 

50 

1.72-6(b) 

46 

1.72-6 (a) 

44 

1.72-6(c) 

47 

1.72-10 

82 

1.72-12 

90 

1.72-1 (b) 

26 

1.72-9 

54 

1.117— 4(a) 

120 

1.112—1 

107 

1.113 — 1 

109 

1.1 17-4 (b) 

120 

1.1465-1 

545 

1.167(a)-2 

127 

1.593-1 

270 

1.593-2, __ 

273 

1.582-1 

261 
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Bad debts — Continued Section, 

Recovery, banks, credit to reserve 1.593-1 

Recovery exclusion 1.111-1 

Banks: - 


Bad debts, evidenced by securities.. 

Common trust funds: 

Computation of taxable income 

. Method of taxation 

Net operating loss deduction 

Participants, admission and withdrawal. 

Participants, income 

Returns 

Definition 

Mutual savings, building and loan associa- 
tions, and cooperative banks 

Mutual savings, conducting life insurance 

business 

Mutual savings, special deduction for divi- 
dends paid to corporations 

Basis: 

Apportionment, depreciable and nondepre- 
ciable property 

Assets held by common trust fund 

Depreciable property, retirements 

Property: 

Acquired before March 1, 1913 

Acquired during affiliation 

Distributed under employees' exempt 
trust 

Established by 1939 Code 

Established by Revenue Act of 1932 or 
1934 

Reduction, pursuant to election under 

section 1071 

Sale or exchange of residence 

Stock or securities acquired in wash sales 

Beneficiaries: 

Depreciation allowance 

Employees' trust, certain foreign situs trusts. 
Employees' trust, exempt, certain plan ter- 
minations - - 

Employees' trust, exempt, proceeds of life 

insurance — 

Employees' trust, nonexempt, annuities under 

agreements prior to October 21, 1942 

Employees' trust, nonexempt, employer con- 
tributions - - - 

Gift or bequest, property and mcome from 

property - 7 

Taxability, nonqualified annuities 

Taxability, qualified annuity plan 


1.582-1... 

1.584- 3... 

1.584- 1 

1.584- 6 

1.584- 4 

1.584- 2... 

1.584- 5 

1.581-1... 

/ 1.581-2... 
\1.591-1._. 

1.594-1.. . 

1.243-2 (a) 


1.167 (a)— 5 

1.584-4 

U67(a)-8(c) 

1.1053-1 

1.1051- 1 

/1.402(a)-!.... 

11.402(c)-!.. 

1. 1052- 3. .. 

/l. 1052-1... 

1 1.1052-2... 

1. 1071-3 ... 
1.1034-1... 
1.1091-2... 

1.167(g)-!- 

1.402(c)-!.. 

1.402(c)-!- 

1.402(a)-!.. 

1.402(d)-!... 

1.402(b)-!.. 

1.102-1 

1.403(b)-!-. 
/1.403(a)-!- 
\ 1.403 (a}-2— 


Beneficiaries, trusts and estates: % 

Amounts treated as received m prior taxable 
years, throwback rule 

As adverse parties r - r 

Credit for tax paid on accumulated income ! 

distribution *■ 

Defined r 

Different taxable year from trust — - \ 

Distributions at death or termination of ex- j 

istence I 


1.668(a)-l~ 
1.6d8(a)-2.. 
1.668(a)-3_. 
1.672(a)-!-. 
1.667-1.--. 
1.668(b)-!. 
1.643(c)— 1-. 
1.652(c)-!.. 
1.662(c)-!., 
1.652(c)— 2. 
1.652(0-3- 
1.662-0-2. 
1.662(0-3. 


Pa§e 

270 

102 

261 

266 

263 

268 

266 

263 

268 

260 

260 

268 

274 

189 


128 

266 

131 

451 

449 

216 

228 

451 

450 
450 

455 

435 

489 

155 

228 

228 

216 

229 

226 

93 

234 

231 

232 

347 

348 
348 
368 
345 
352 
294 

301 
316 

302 
302 
317 
317 
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Beneficiaries, trusts and estates — Continued 

Distributions, character of amounts 

Distributions, deduction by trusts 

Distributions, for computing distributable net 

income 

Dividends received, time of receipt 

Exclusions from gross income, gifts, bequests, 
etc 


Gross income, inclusions, complex trusts. 


Gross income, inclusions, simple trusts 


Interest on Treasury bonds 

Multiple beneficiaries of single trust, separate 
shares rule 

Unused loss carryovers, excess deductions, 
allocation, application 

Benefits under plans: 

Employees 7 trust: 

Taxability, exempt trust 

Taxability, nonexempt trust 

Bequest and devise. (See Gifts.) 

Bonds: 

Interest: 

States and instrumentalities, territories 
and possessions, certificates of obliga- 
tion 

Treasury bonds 

Withholding of income tax: 

Assumed obligations 

Owner unknown 

Ownership certificates filed after 

1956— 

Tax-free covenant bonds 

Building and loan associations: 

Special deduction for dividends paid to cor- 
porations 

Taxable as corporations 

Business expenses, sports program conducted for 

benefit of Red Cross 

Capital assets: 

Holding periods, short sales 

Stocks and bonds, banks, deduction for losses 

involving worthless securities 

Stocks and bonds, short sales 

Capital gains and losses: 

Alternative tax, mutual savings banks con- 
ducting life insurance business 

Banks, common trust fund 

Business property, computation of net oper- 
ating loss 

Carryovers, banks, common trust fund 

Carryovers, recovery exclusion 


Section Page 

/1.652(b)— 1 299 

U.661(b)~l 307 

/ 1.65 1 (b)— 1 298 

[1.661 (a)~2 — 305 

1.643 (a)-2 291 

1.642(a) (3)-2 280 

/1.663(a)-l 321 

[1.665(b) -3 — _ 336 

/T.662(a)~l 311 

1.662(a)-2 311 

, 1.662(a)~3 — 313 

1.662 (a) -4 314 

1.662(b)-l . 315 

(1.662(b)-2 — 315 

/1.652(a)-l 298 

1.652 (a)-2 299 

1.652 (b)-l 299 

1.652(b) -2 299 

U.652(b)-3 300 

1.103-5 99 

f 1.663(c)-l 326 

1.663(c)-2 327 

1 1.663 (c)-3 327 

f 1.642 (h)-3 287 

1.642 (h)-4 288 

[1.642 (h)-5 288 


1.402 (a)-l 216 

1.402(b)-! 226 


1.103-1 95 

/ 1.103-4 98 

[1.103-5 99 

1.1441- 3(c)_ 526 

1. 144 1- 3 (c) 526 

1.1461-2- 538 

1.1441- 3(0) — 526 


1.243-2 (a) 189 

fl.581-2 .... 260 

[1.591-1 ... 268 

1.114-1 r 110 

1.1233-1 (c) (4) 492 

1.582-1 261 

1.1 233-1 (a)(1). 491 


1.594-1 274 

1.584- 4 266 

1.172-3 161 

1.584- 3 266 

1.111-1 102 
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Capital gains and losses — Continued 

Carryovers, taxpayers other than corpora- 
tions 

Corporations, insurance companies, assets sold 

to meet abnormal losses 

Estates and trusts: 

Computation of distributable net income- 

inclusion in charitable contribution 

Individuals: 

Distributions: 

Employees’ exempt trust at death or 
other separation from service 

Employees’ qualified annuity plan__ 

Short sales, nature of asset 

Carrybacks and carryovers: 

Business and nonbusiness capital gains and 
losses 

Computation of taxable income 

Excess profits tax 

Five-year throwback rule 


Section 
1.172-3 

1.822-1 (g) 

1.643(a)-4 

1.642(e)-4 


fl.402(a)-l 

\ 1.402(c) -1 

/1.403(a)-! 

(1.403 (a) -2 

1.1233-1 (a) (I) 

/ 1.172—3 (b) 

\L172-3(c) 

J 1.172-5 — 

\1.172-6 - 

1.172-8. — — 
f 1.666(a)-!— 

1 1.666(b)-! 

[ 1.666(c)-! 


Taxable years beginning in 1953 and ending 
in 1954 

Unused loss carryovers and excess deductions 
at termination of trust * 

Years to which loss may be carried 

China Trade Act corporation: 

Dividends paid, withholding of tax 

Dividends received by corporations - 

Claims for abatement, credit or refund, taxes paid 

by trusts on accumulation distributions 

Common trust fund, qualification for nontaxa- 
bility 

Community income, combat-zone service — 

Compensation received: . , . 

Convenience of employer, meals and lodging 
Miscellaneous, part-time employment, schol- 
arship or fellowship grant—— - - - - - - 

Constructive receipt of income, dividends credited 

to depositors 

Contracts: 

Government: 

Mitigation of effect of renegotiation 

Recovery of excessive profits 

Contributions (deductibility): 

Corporations, banks, computation of common 

trust fund income 

Trusts: y 

EmP Annuity plans, employer deductions 
Deferred payment plan, carryover of 

unused deductions. 

General rules, employer deductions, - 

Method having effect of plan 

Negotiated plans 

Nonqualified plan-.--—-- 

Overlapping trusts, limitations.- — - 
Pension and annuity plans, _ contri- 
butions in excess of limitations— 


1.172- 3(c).._ 
1.642^-1— 
1.642 Oi; -2— 
1.642(h) -3 — 
1.642(h)— 4 — 
1.642(h) -5. — 

1.172- 4...— 

jT.1441-3(b) — 
\l.l441-4(c)__ 
1.246-1 'a) — 

/ 1.667—1 

tl.668(b)-l— 

1.584- 1 

1 . 112-1 

1.119-1 

1.117-2 

1.591-1 

1.1481 

1.1471-1 

1.584- 3 

1.404(a)-8... 

1.404(d)-!- 

fl.404(a)-l- 

\1.404{aW2„ 

1.404(b)-!— 
1.404(c)-!-- 
1, 404(a)-! 2. 
1. 404(a)-! 3. 

1.404(a)-7— 


Page 

161 

416 

292 

283 


216 

228 

231 

232 

491 

162 

163 

168 

171 

180 

340 

341 

342 

163 
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288 

287 

288 
288 
165 

525 

530 
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345 

352 

263 

107 

122 

115 

268 


546 

546 


266 


249 

259 

238 

239 

257 

258 
255 
255 

249 
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Contributions (deductibility) — Continued 
Trusts — C ontinued 

Employees’ — Continued 

Pension and annuity plans, employer 

contributions 

Pension and annuity plans, limita- 
tions 

Stock bonus and profit-sharing trust, 
limitations 

Trusts, estates, charitable 

Cooperatives: 

Banks: 

Deduction for dividends paid on deposits. 

Taxable as corporations 

Farmers’, dividends 

Copyrights, depreciation 

Corporations: 

Banks subject to tax 

General, contribution to capital 

General, special deductions for corporations. .. 
Credits against tax: 

Beneficiaries, taxes paid by trusts on accumu- 
lated income 

Estates and trusts: 

Dividends received. . . . . 

Foreign taxes • 

Interest, partially tax-exempt 

Withheld tax, aliens 

Dealers in securities, loss from wash sales of stock 

or securities 

Dealers in securities, short sales 

Deductions: 

Business expenses: 

Organizational expenditures of corpora- 
tion 

Public officials, amounts in excess of stat- 
utory subsistence allowance 

Sports program conducted for benefit of 

Red Cross 

Child care expenses: 

Computation 

Conditions governing 

Definitions: 

Care of dependent 

Dependents 

Determination of status 

Gainful employment III 

Widower 

Limitations, in general III 

Limitations, working wives I__ 

Payments to dependents II 

Qualifying as medical expenses III 1 1 

Taxpayer who may qualify 

Contributions. ( See Contributions (Deducti- 
bility).) 

General, repayment of loans by mutual savings 

banks 

Medical expenses, allowable as child ' care 

expenses 

Nonbusiness expenses, computation of net 

opera ting loss _ _ _ ^ 

When to be taken, depreciation allowance 
Depletion, estates and trusts, deduction. _ _.I 


Section 

Page 

1.404 (a)-3 

244 

'1.404(a) -4 

246 

] 1.404 (a) -5 

247 

1.404 (a)-6 

248 

1.404 (a)-9 

261 

/1.651(a)-4 

297 

\1.663(a) -2 

324 

1.591-1. 

268 

1.581-2 

260 

1.246-1 (b) 

193 

1.167(a)-6 

128 

1.581-2 

260 

1.118-1 

121 

1.241-1 

188 

f 1.667-1 

345 

ll.668(b)-l 

352 

1.642(a) (3)-l 

280 

1.642(a) (2)-l 

280 

1.642(a) (1)-1 

279 

1.1462-1 

543 

1.1091-1 

486 

1.1233-1 (a) (2) 

491 


1.248-1. 

201 

1.120-1 ... 

124 

1.114-1 

110 

1.214^1 (c) 

182 

1.214— 1(f) (5) 

186 

1.214-1 (f)(2) 

185 

1.214-1 (d)(1) 

184 

1.214-1 (b)(6) 

182 

1.214-1 (a). 

181 

1.214-l(b) (1) 

181 

1.214-1 (a) 

181 

1.214r-l (b)(2) 

182 

1.214-1 (e) ... 

185 

1.214-l(g) (3) 

187 

1.214-1 (b) 

181 


1.592-1 


268 

1-2 14-1 (g) 


187 

1.172-3. 

1.167(a)-10..., 
1.642(e)-! 


161 

134 

284 
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Depreciation: 

Accounting for depreciable property 
Agreement as to useful life and rates 
Apportionment of basis, depreciable an~d~ non- 
depreciable property 

Basis, depreciable property I_IIII~~ 

Changes in methods IIIIIIII 

Composite accounts IIIIIIIIIII 

D eduction by estates and trustsi 1 1 1 1 1 
Farmers IIIIIII 

General rule, nature and scope of allowance 1 1 1 

Insurance companies / 

Intangibles 

Leases .—IIIIIIIIIII 

Life tenants and beneficiaries of trusts and 

estates 

Limitations I IIIZIIZZ 

Methods of computation II II I 

Multiple assets I II II I 

Natural resources ~”I 

Obsol escence 1 1 1 1 1 1 1 

Patents or copyrights 

Retirement of depreciable property I II I 

Salvage 

Tangible property 

Useful life j 

When allowable 

■Discharge of indebtedness, beneficiaries 

Distributions: 


Section 

1.167(a)-7 

1.167(d)— 

LI 67(a) -5 

1.167(f)—! 

1.167(e)-! 

1.167 (b)-3 

1.642(e)-! 

1.167(a)-6(b).. 

1.167(a)-! 

1. 803-4 (e) 

1.822-1 (e) 

1.167(a)-3 

1.167(a)— 4 

1.167(g)-! 

1.167(c)-! 

1.167(b)- 0 

l.!67:bi-3 

1.167(h>— 1 

1.167 (a.— 9 

1.167 a)—6(a)_. 

1.167i ; as-S-Z 

1.167(a)-! 

1.167 (s', -2 

1.1 67 (a 5—1 

1.1 67(b) -2 

1.167(a)-10 

1.662 (a) -4 


Accumulation distribution, defined, exclusions. 

Accumulation distributions, five-year throw- 
back rule 

Amounts included upon death, termination of 
existence of beneficiaries 

Amounts to satisfy parental obligations of 
grantor - 

Beneficiaries, distributable net income com- 
puted. 

Charitable 


1.665(b)-!. 
1.665(b)-2. 
1.665 (b)-3. 

1.666(a)-!. 
1.652(c)-2_ 
1.652 (c)-3. 
1.662 (c)-2. 
1.662(c)-3_ 

1.677(b)-l. 

1.643 (a)-2. 
1.642(c)— 2_ 
1.663(a)— 2. 


Complex trusts: 

Excess distributions, scope 

Inclusions in gross income of beneficiary. 


1.665-1 

1.662(a)-!. 
1.662 (a) -2. 
1.662 (a) -3. 
1.662 (a) -4. 


Deductions : 

Complex trusts 

Simple trusts. 

Distributable net income computed: 

Capital gains and losses 

Distributions to beneficiaries 

Dividends. 

Personal exemption — 

Tax-exempt interest and foreign income. 

Distributable net income defined 

Multiple beneficiaries of single trust, separate 
share rule. — 


1.661 (a)-2. 
1.651(a)-!. 

1.643 (a)-4. 
1.643 (a>-2. 
fl.643(a)-5. 
\1.643<a}-7. 
1.643 (a)-3. 
1.643 (a)-6. 
1.643(a)-!. 
f 1. 663(e) -1. 
{ 1.663(c)— 2. 
[ 1.663 (c)-3. 


Page 

129 

153 

128 
1 55 

154 
146 
284 
128 

326 
465 
416 

127 

128 

155 
150 
135 
146 

156 
134 
128 
130 
126 
127 
126 
138 
134 
314 

33 ! 

333 

336 

340 

302 

302 

317 

317 

390 

291 
282 
324 

329 

311 

311 

313 

314 

305 

295 

292 

291 

292 

293 
291 
293 
291 
326 

327 
327 
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Distributions — Continued 


Simple trusts, inclusions in gross income of 
beneficiary 

Taxes paid on accumulated income, five-year 

throwback rule 

Undistributed net income 

Dividends; 

General, withholding of tax, alien shareholder 

whose status is indefinite 

Paid: 

Deposits, mutual savings banks, domestic 
building and loan associations, cooper- 

active banks, bank 

Insurance companies 

Net operating loss 

Preferred stock owned by United States 

or instrumentality 

Special deductions, public utility, pre- 
ferred stock 

Received: 

Computation of distributable net income - 

Credits, beneficiaries, time of receipt 

Credits, estates and trusts 

Deductions for corporate shareholders: 

China Trade Act corporation 

Exempt organizations 

Farmers’ cooperatives 

Foreign corporations 

General 

Income from sources within U. S. 

possessions 

Limitation 

Mutual savings banks and building 
and loan associations 

Preferred stock of public utility !. 

Regulated investment companies 

Net operating loss 

Stock dividends, Federal instrumentalities 

Elections: 

Amortization of organizational expenditures. 

Banks, reserve for bad debts 

Depreciation 

Recognition of gain postponed, sales or ex- 
changes pursuant to FCC certification 

Unincorporated organization exclusion from 

partnership provisions 

Estates and trusts. ( See Trusts: Estates and 

trusts.) 

Exchanges of Property: 

Held for productive use or investment 

Nonrecognition of loss, tax-free exchanges not 

solely in kind . . 

Stock for other property or money 

Stock for stock of same corporation 

Stock or securities exchanged under order of 

sec. 

Tax-free exchange, receipt of other property 

or money 

Exempt organizations, foreign, unrelated business 
taxable income, rent received, withholding of tax. 


Section Page 

(1.652 (a)-l 298 

1.652 (a)-2_ 299 

1.652 (b)-l 299 

1.652(b) -2 299 

U.652(b)-3 300 

fl.666(b)-l 341 

\1.666(c)-i 342 

1.665(a)-! 330 


1.1441-3 (b) 525 


1.591-1 / 268 

1.823-2 419 

1.172-2 - 160 

1.583 262 

1.247- 1--- 195 

/ 1.643 (a) -5 292 

\ 1.643 (a) -7 293 

1.642(a) (3)-2_ 280 

1.642(a) (3)-l 280 

1.246-1 (a) 193 

1.246-1 (b) 193 

1.246-1 (b) 193 

1.245- 1.-- - 191 

1.243- 1.-- 189 

1.246- 1 (c)_ — 194 

1.246- 2 194 

1.243- 2 (a) 189 

fl. 244-1 190 

\ 1.244-2 - 190 

1.243-2 (b) 189 

1.172-2 160 

1.103-2 96 

1.248- 1 201 

1.593-1 270 

1.167(c)-l 150 

f 1.1071-1 453 

1.1071-2 454 

[1.1071-3 455 

1.761-1 (a) (2) (iv)_— 396 


1.1031 (a)-l 426 

1.1031 (c)-l 428 

1.1032-1 432 

1.1036-1 448 

1.1081—1 to 1.1081- 

10 460 

1.1031(b)-l — 427 

1.1443-1 532 
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Exempt organizations, grantor of scholarship or 

fellowship grant 

Exemptions: " 

Estate and trust: 

Personal exemption, deductibility. 

Personal exemption for computing dis- 
tributable net income 

Nonresident aliens: 

Personal 

Prorated 

Virgin Islands 

Personal, scholarship or fellowship grant 

Personal, taxable income for purposes of net 
operating loss carrybacks and carryovers. 

Farmers and farming, depreciation allowance 

Fiduciaries: 

Election, distributions in first 05 days of tax- 
able year 


Returns 

Withholding of tax: 

Income paid to nonresident alien fidu- 
ciary 

Nonresident alien beneficiaries 

Foreign corporations: 

Dividends 

Fixed or determinable annual or periodical 

income 

Interest on United States obligations 

Withholding of tax at source: 

Distribution of stock. 

Dividends paid 

Requirement for withholding 

Foreign tax credit, estates and trusts 

Foreign tax credit, insurance companies 

Forms : 

1000, 1001, Filing, ownership certificates after 

1956 

1042, 1042S, Filing, tax withheld after 1956. __ 
Crain or loss: 

Basis: 

Assumption of liabilities upon exchange. - 
Banks, withdrawal of participant from 
common trust fund 


Property : 

Acquired before March 1, 1913.. — 
Acquired in exchange and distribu- 
tions pursuant to SEC orders 

Acquired upon tax-free exchange — 
Recognition: . 

Disposition by corporation of its own 

capital stock ------ 

Exchange of property held for productive 

use or investment 

Exchange of stock for stock of same cor- 
poration . 

Exchanges of insurance policies.— ------ 

Loss, tax-free exchanges not solely m 


Retirement of depreciable property.— — 
Sale or exchange of property pursuant to 

FCC certification - - - - ™ 

Sale or exchange of property under b&O 

orders 

Sale Or exchange of residence. 

Short sales, nature of asset 


Section 

1.117-2 


1.642(b)-!..- 

1.643(a)-3— 

!.I44I-3^___ 

i. 1441— 4(d) 

1.117-4 

f 1.1 72-5 

1 1.172-6 

1.167(a)-6(b)_ 

/ 1.663 (fo)-l 

\ 1.683-3 

1.641(b)-2 


1. 144 1- 3 (f) 

1.1441- 3(f) 

1.245-1....- 

1.1441- 2. 

1.103-6 

1.1441- 3(b) 

1.1441— 3(b) 

1.1441- 1... — 

1.642(a)(2)-! 

1.841 


1.1461- 1. 

1.1461- 2. 


1.1031(d)-2. 


1.584-4. — 

1.1053-1 

1.1082-1 to 1.1082-6 
1.1031(d)-! 


1.1032-1. 

1.1031(a)-! — - 

1.1036-1 

1.1035-1- - 

1.1031(e)-! 

1.167(a)-8— , 

1.1071-2 


1.1081-1 to 1.1083-1 

1.1034-1 — - 

1.1233-1 (a)(1) 


416926°— 57 36 


Page 

115 


281 

291 

528 

539 

530 

120 

168 

171 

128 


325 

395 

277 


529 

529 

191 

524 
99 

525 
525 
524 
280 
425 


535 

538 


430 

266 

451 

475 

428 


432 


426 

448 

447 

428 

130 

454 

460 

435 

491 
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Gifts: 

Exclusion from gross income of beneficiaries- - 

Property and income from property 

Gross income: 

Exclusions: 

Amounts received as scholarship or fellow- 
ship grant ! — 

Amounts received under annuity, endow- 
ment or life insurance contracts 

Beneficiaries, gifts, bequests, etc 

Combat-zone service 

Contributions to capital of corporation- _ 
Dividends on shares and stock of Federal 

instrumentalities 

Employees’ nonexempt trust, certain em- 
ployees’ annuities 

Employer contributions, employees’ qual- 
ified annuity plan 

Gifts and inheritances 

Grantors : 

Income payable to charitable benefi- 
ciaries : 

Powers under trust 

Reversionary interests taking effect 

at death of beneficiary. 

Improvements by lessee on lessor’s prop- 
erty 

Interest, notes secured by mortgage to 
Federal land banks 

Interest, Treasury bonds 

Meals and lodging for convenience of em- 
ployer • 

Mustering-out payments 

Proceeds from sports program conducted 

for Red Cross 

Recovery of bad debts, prior taxes and de- 
linquency amounts 

Subsistence allowance to State police 

Unrealized appreciation on securities of 
employer corporation distributed by 
exempt trust 

Inclusions: 

Amounts received under annuity, endow- 
ment or life insurance contracts 

Beneficiaries, distribution from complex 
trusts 

Beneficiaries, distributions from simple 
trusts 

Distributions: 

Termination of beneficial interests, 
complex trusts 

Termination of beneficial interests, 
simple trusts 

Employer contributions: 

Nonexempt trust 

N onqualified annuities 


Section 

/ 1.663 (a) -1 

11.665(b) -3 

1.102-1 

1.117- 1 

1.72-3 

/1.663(a)-l___. 

\1.665(b)-3 

1.112-1 

1.118- 1 

1.103- 2 

1.402(d)-l 

1.403(a)-l 

1.102-1 

1.673(b)-l 

fl.674(b)-l 

Jl.674(c)-1 

1 1.674(d)-l 

[1.674(d) -2 

1.673(c)-l 

1.109-1 

1.103- 3 

fl. 103-4 

11.103-5 

1.119- 1. 

1.113- 1 

1.114- 1 

1.111-1.. 

1.120- 1 

/ 1.402 (a) -1 

\1.402(c)-l 

1.72-1....' 

1.662(a)— 1 

1.662(b)-l 

1.662(b) -2 

/1.652(a)— 1 

\1.652(b)-l 

/1.662(c)— 2 

11.662(c)— 3_--._ 

/1.652(c)— 2 

\ 1.652(c) —3 

1.402(b)— 1 

1.403(b)-! ... 


Page 

321 

336 

93 


114 

29 

321 

336 

107 

121 


229 

231 

93 


372 
376 

381 

382 
382 

373 
99 

98 

98 

99 

122 

109 

110 

102 

124 

216 

228 


26 

311 

315 

315 

298 

299 


317 

317 

302 

302 

226 

234 
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Gross income — Continued 
Inclusions: 


Section 


an< ^ ^ n ^ er ^ arices 5 income from prop- 

Grantors with power to controTbeneficiai 

interests 

Grantors with reversionary interests” 

Life insurance proceeds provided bv em- 
ployee trust 

Scholarship or fellowship grant compensa- 
tion, part-time employment 

Trusts taxable to grantor, scope 

Holding period, assets held by common trust fund. 


1.102-1 

1.674(a)-! 

1.673(a)-!. 

/1.402(a)-!. 
1 1.402(c)-!. 

1.117-2 

1.671-3... 
1.584-4 


Holding period, short sales, covering purchase 

Husband and wife, computation, net operating loss 
carrybacks and carryovers 

Husband and wife, short sales 

Improper accumulation of surplus, computation of 

tax, recovery of bad debts and prior taxes 

Improvements, income to lessor upon forfeiture of 

lease 

Income: 

From sources within United States possessions, 

dividends 

From sources without United States, non- 
resident aliens and foreign corporations 

Insurance: 

Proceeds, life policy under qualified plan for 

employee 

Insurance companies: 

Life: 


/l. 1233— 1(a) (4) 

11.1233-1 :V: (2' 

f 1.172-3 (d) ’ _ 

j 1.172-4 (a) (4)__ 

[1.172-7. 

1.1 233- 1(d) (3) 

1 . 111-1 

1.109-1_ 


1.246-1 (c)... 
1.1441-3(a) 


1.402(a)-!. 


Adjusted reserves 1.803-2, 

Adjustment for certain reserves 1 .806-1 . 

Amortization of premium and accrual of 

discount 3.803-6 


Definition, 


1.801-1 


Department of mutual savings bank 

Depreciation 

Foreign corporation. 

Foreign tax credit 

Interest paid or accrued. 

Investment expenses 

Life insurance reserves 

Real estate taxes and expenses 

Sources of income - 

Tax, applicability, regulations for tax- 
able year beginning in 1954 

Taxable income 


Wholly tax-exempt interest 

Mutual, other than life: 

Amortization of premium and accrual of 

discount 

Capital losses 

Depreciation 

Dividends to policyholders 

Foreign tax credit 

Interest paid or accrued 

Investment expenses. — ; 

Net premiums — . 

Real estate taxes and expenses | 


Special deductions. 


1.594-1 

1 .803- 4 (e). 

1,807-1 

1.841 

1.803- 3... 

1. 803- 4 (c) 

1.803- 1... 

1.803- 4 (d) 

1.803- 5... 

1.842 

1.802(b)-! 

1.805-1... 

1.803- 4 (a) 
1.805-1... 

1.803- 4 (b), 


1.822- 3... 

1.822- 1 (g). 

1.822- 1 (e). 

1.823- 2... 

1.841 

1.822-1 (f). 

1.822- 1 (e). 

1.823- 1 — 

1.822- 1 (d). 

1.822- 2 ... 
1.822-1 (h). 


Page 


93 

374 

370 

216 

228 

115 

365 

266 

491 

492 

164 

165 
175 
496 

102 

99 


194 

525 


216 


403 

408 

405 

398 
274 
405 

409 
425 

403 

404 
402 

404 

405 
425 

399 
407 
404 
407 
404 


418 
416 
416 

419 
425 
416 
416 
418 
416 
418 
418 
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Insurance companies — Continued 

Mutual, other than life — Continued 

Sources of income 

Tax, applicability, regulations for taxable 

year beginning in 1954 

Taxable income 

Wholly tax-exempt interest 

Other than life or mutual: 

Deductions 

Foreign tax credit 

Gross income 

Sources of income 

Tax, applicability, regulations for taxable 
year beginning in 1954 

Interest: 

Exempt : 

Deduction from taxable income, net oper- 
ating loss carrybacks or carryovers 

For computing distributable net income 

Insurance companies 

Obligations of State, territory, etc 

Obligations of United States : 

Extent of exemption 

Nonresident aliens and foreign cor- 
porations 

Notes secured by mortgages 

Paid: 

Insurance companies 

Withholding of tax at source: 

'Bonds or securities, owner unknown. 

Defaulted interest coupons 

Obligations issued by U. S. instru- 
mentality 

Received, annuity contract 

Received, partially tax-exempt, special deduc- 
tion for corporations 

Involuntary conversions: 

Sales or exchanges pursuant to FCC certifica- 
tion 

Joint returns. ( See Returns: Husband and wife.) 
Leases, depreciation of improvements on property. 
Lessors and lessees : 

Improvements by lessee on lessor's property, , 

Taxes of lessor paid or reimbursed by lessee 

Life tenant and remainderman, depreciation allow- 
ance 

Loans, repayment by mutual savings banks, build- 
ing and loan associations, and cooperative banks. 
Losses: 

Casualty or theft, computation of net operat- 
ing loss 

Stock, banks, deduction for losses involving 

worthless securities 

Stock, short sales l 

Stock, wash sales of stock or securities 

Mines or mining, depreciation of improvements _ _ 
Natural resources, depreciation of improvements. 
Net operating loss: 

Common trust funds, ; 

Computation of deduction ; 

Corporations 

Estates and trusts, deduction 


Section 

Page 

1.842 

425 

1.821-1, 

410 

1.822-1 (a) 

416 

1.822-1 (b) 

416 

1.832-2 

424 

1.841 

425 

1.832-1 

423 

1.842 

425 

1.831-1 

420 

f 1.172-5— 

168 

\1. 172-6 

171 

1.643(a)-5 

292 

/l. 803-4 (b) 

404 

\ 1.822- 1(b) 

416 

1.103-1 

95 

1.103-4, — 

98 

1.103-6 

99 

1.103-3 

98 

/ 1.803-3 

403 

\ 1. 822-1 (f). 

416 

1. 1441-3 (c) 

526 

1. 1441-3 (c)_, 

526 

1. 1441-3 (c) 

526 

1.72-14 (a) 

92 

1.242-1 

188 

1.1071-2 

454 

1.1 67 (a) -4 

128 

1.109-1 

99 

1.110-1, 

100 

1.167(g)-l_. 

155 

1.592-1 

270 

1.172-3,,, 

161 

1.582-1 

261 

1. 1233-1 (c) (4) 

492 

1.1091-1 

486 

1.167(h)— 1 

156 

1.167 (h)-l 

156 

1.584-6 

268 

1.172-1 

158 

1.172-2 

160 

1.642(d)-! 

283 
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Net operating loss — Continued 

Limitation on deduction for dividends received 

by corporations 

Mutual savings banks, building and loan asso- 
ciations, or cooperative banks 

Taxpayers other than corporations 

Unused carryovers, excess deductions, estate 

and trusts 

Obligations: 

Instrumentalities of United States: 

Dividends • 

Interest: 

Extent of exemption 

Nonresident aliens and foreign corpo- 
rations 

Notes secured by mortgages to Fed- 
eral land bank 

States and subdivisions, interest 

Oil and gas properties, depreciation of improve- 
ments 

Options, short sales, property at fixed price 

Partnerships : 

Distribution, interest on Treasury bonds.--. 
General, requirements for exclusion of unin- 
corporated organization 

Returns, unincorporated organization ex- 
cluded from treatment as partnership 

Patents, depreciation r - 

Personal holding companies, bank affiliates, special 

deduction — 

Personal holding companies, recovery of bad debts 

and prior taxes 

Public utilities: 

Bridges acquired by State or political subdi- 
vision — - 

Deduction for dividends paid on preferred 

Dividends on preferred stock, corporation, de- 
ductions — 


Real estate, taxes and expenses, insurance com- 
panies — 


Records, depreciation 

Recoveries, bad debts and prior taxes -------- --- 

Refunds, tax, income from bridge acquired by btate 

or political subdivision — 

Regulated investment companies, special deduc- 
tion for dividends paid to corporations - 

Rent paid, unrelated business taxable income of 
foreign tax-exempt organization, withholding. _» 


Returns: 

Common trust -------------------- 

Computation of tax, deduction for child care 


expenses - — 7 — ~ 

Computation of tax, mutual savings bank . 
Consolidated, basis of property acquired dur- 
Corporations, banks, common trust funds. 
Fiduciary, filing and payment of tax, liabili 
ties 

Film Exempt organizations, employees 5 trusts, 

Tax ^wHhhSd 8 on ' nonresidents, foreign 
corporations, tax-free covenant bonds. 


Section 

1. 246-2 (b) 

1.581-2 

1.172-3 

1.642(h)-! 


1.103- 2 

1.103- 4 

1.103- 6 

1.103- 3 

1.103- 1 - 

1.167(h)-! 

1.1233-1 (e)(3) 

1.103- 5 

1.761-1 (a) (2) 

1.761-1 (a) (2)(v) 

1.167(a)-6 — 


1.601-1 


1.111-1 


1.115- 1.-. 

1.247-1. .. 

1.244-1... 

l.S03-4(d). 

1.803-5... 

1.822- 1 (d) 

1.822- 2... 
1.167(a)-7. 
1 . 111 - 1 ... 

1.115- 1... 

1. 243-2 (b) 

1.1443-1.. 

1.584-5... 

1.214-l(e) 
1.594-1. _ 


1.1051-1.- 
1.584-5. .. 

1.641(b)-! 

/ 1.401-1 (e). 
\1.6033-1-- 

1.1461-2- . 


Page 

194 

260 

161 

286 


96 

98 

99 

98 

95 

156 

492 


99 


395 

397 

128 

275 

102 


112 

195 

190 

404 

405 
416 
418 
129 
102 

112 

189 

532 

268 

182 

274 

449 

268 

277 

207 

548 

538 


ITW* . 
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Returns — Continued 

Individuals, husband incapable of self-support, 

child care expenses deduction 

Individuals, method of reporting income, 

trusts taxable to grantor 

Information, employer claiming deduction for 

contributions to employees’ trust 

Information, withholding of income tax at 
source, exchanged under tax conventions. _ 
Joint, husband capable of self-support, limita- 
tion child care expenses deduction 

Joint net operating loss 

Sales or exchanges: 

Capital assets, common trust fund 

Capital assets, withholding of tax on nonresi- 
dent aliens and foreign corporations 

Corporate assets, net operating loss 

Disposition by corporation of its own capital 
stock 

FCC certification 

Insurance policies 

Loss, tax-free exchange not solely in kind 

Property held for productive use or invest- 
ment 

Residence 

Short sales 

Stock for stock of same company 

Stock or securities exchanged under SEC 

orders 

Tax-free exchange, receipt of other property 

or money 

Scholarships and fellowships: 

Definitions 

Exclusion, from gross income, general rule 

Items not considered as grants 

Limitations 

Securities transactions: 

Losses, banks 

Short sales: 

Arbitrage operations; commodity futures. 

Hedging 

Substantially identical property 

Self-employment tax: 

Agricultural labor, computation of net earnings. 

Aliens (nonresident), self -employment income. 
Capital gains and losses, disposition of prop- 

' erty 

Community income, computation of net 

earnings 

Computation of tax, rate 

Deductions: 

Net operating loss 

Personal exemptions. 

Dividends or interest, computation of net 

earnings 

Earnings: 

Computation 

Definition of net earnings from self-em- 
ployment 

Limitation 

Wages... 


Section 

Page 

1.214-1 (b) (3) 

182 

1.671-4 ..... 

368 

1.404 (a) -2 

239 

1. 1461-2. 

538 

1.214-1 (b) (2) 

182 

f 1. 172-3 (d) 

164 

s 1.1 72-4 (a) (4) 

165 

[1.172-7 

175 

1.584-3 

266 

1. 1441-2 (b) 

525 

1.1 72-4 (a) (6) 

166 

1.1032-1. 

432 

(1. 1071-1 

453 

11.1071-2 

454 

1.1035-1 

447 

1 . 1031 (c)—l 

428 

1.1031 (c)—l — 

428 

1.1034-1 

435 

1.1233-1 (c)(4) 

492 

1.1036-1 

448 

1.1081-1 to 1.081-10 

460 

1.1031(b)~l 

427 

1.117-3 

119 

1.117-1 

114 

1.117-4 

120 

1.117-3 . 

119 

1.582-1 

261 

1.1233-1 (d)(2). 

495 

1. 1233-1 (b) 

491 

1.1233-1 (d)(1) 

495 

fT. 1402(a)-! (c) (9) 

507 

(1.1402(a) -1(d) 

508 

1.1402(b)-l(d) 

512 

1.1402(a)-l (c)(3)... 

505 

1.1402 (a) -1(c) (5)._- 

505 

1.1401-1 

497 

1.1402 (a) -1(c) (4) 

505 

1.1402 (a) -1(c) (7) 

506 

1 . 1402 (a) -1 (c) (2) . _ _ 

504 

1.1402(a)-l(b) 

501 

1.1402 (a) -1(a) 

500 

1.1402 (b)-l 

511 

1.1402(d)-! 

518 


563 


! 


Self-employment tax — Continued 
Employees: 

Definition 

Ministers 

Newsboys 

Railroad employees 

Ministers and members of religious orders: 
Computation of net earnings 

Election of coverage -j 

Partners and partnerships: 

Distributive share of partner 

Partnership taxable as corporation j 

Professional 

Possessions, Puerto Rico 

Professions : 

Legal requirements 

Meaning of terms 

Partnerships 

Years ending after 1954 

Years ending before 1955 

Public officials, definition 

Rents and royalties, computation of net 

earnings 

Trade or business: 

Aggregate earnings 

Computation of net earnings 

Definition 

Short sales : 

Arbitrage operations; commodity futures 

Capital gains and losses 

Gains and losses 

Hedging transactions 

Holding period 

Husband and wife 

Substantially identical property. 

Standard deduction, estates and trusts, dis- 
allowance — 
Stock: . . m . , 

Disposition by corporation of its own capital 

Exchange" "of "stock for stock of same cor- 

Stock rights, distribution under SEC orders of 

stock rights in second corporation 

Surtaxes, interest on Treasury bonds. ---- 

Taxable income, determination of net operating 
loss carrybacks or carryovers 


Taxable income, insurance companies . 
Taxes : 

Deduction: _ 


Recovery exclusion. 


Transferees, depreciation allowance. 


fellowship grant- 


Section 

Page 

1.1 402(d)-! 

518 

1.1402(c)-! (c) 

514 

1.1402(c)-! (c) 

514 

1.1402 (c)— 1(d) 

514 

1.1402 fa'—! 'c' fS) 

506 

r 1.1402'c -!:e; 

514 

,1. 1402(e)-! 

519 

l.!-02fa'— Ifb N/ 4) 

501 

'1.3402 V -l b ,7; 

502 

.1.1402‘ii -I b 'S':... 

502 

I.1402:'c'— 1 if - to'- 

518 

1.1402<a,-l;"e {6;.... 

506 

1.1402(c)-l (f)(3) 

518 

1.1402 / e'-I'f 

518 

x.i402:c.-i;f :5i — 

518 

].1402(c'-l?f '2 ... 

517 

1.1402fc}-l / f, T; 

517 

1.1402' c‘-l(b; 

514 

1.1402(a)-l (c)(1) — 

503 

1.1402 's3-l (b)(3) 

501 

1.1402{a ; -l>b, i2;„_ 

501 

1. 1402(c)-!- — 

513 

1.1233-1 (d)(2) 

495 

1.1233-1 

491 

1.12 33-1 a '1 

491 

LI 233— 1(b) 

491 

1.1233-1 (a) (3) 

491 

1.1233-1 'd) '3' 

496 

1.1233-1 :d :1) 

495 

1.642(i)-l 

289 
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Trusts: 

Employees*: 

Coverage requirements 

Discrimination as to contributions or 

benefits 

Foreign situs trust 

General requirements for qualification 

Impossibility of diversion of funds 

Period for which requirements for quali- 
fication apply 

Profit-sharing plan, affiliated group 

Estates and trusts: 

Accumulation distribution: 

Allocation among beneficiaries, 
throwback rule - 

Amounts excluded 

Definition 

Inclusion in gross income of benefi- 
ciary, throwback rule 

Preceding taxable year, defined 

Separate share rule, application 

Tax attributable to throwback 

Taxes deemed distributed 

Taxes imposed on trust, defined 

Undistributed net income, defined. _ 
Complex trusts: 

Beneficiaries, different taxable year- _ 
Character of amounts distributed... 
Deduction for charitable distribu- 
tions 

Deduction for distributions, alloca- 
tions, limitations 


Deduction for gifts, bequests, etc 

Distributions : 

Death or termination of exist- 
ence of beneficiary 

Includible in gross income of 
beneficiaries 

Sixty-five day rule, election 

Double deductions 

Scope 

Single trust, multiple beneficiaries, 

separate share rule 

• Deductions: 

Amortization of emergency or grain 
storage facilities 


Charitable contributions. 


Depreciation and depletion . 

Distributions of corpus, simple 

trusts 

Distributions of current income, 
simple trusts 

Distributions to beneficiaries 


Section Page 


■1.401-3 209 

1.401- 4 213 

1.404(a)-ll. 254 

1.401- 1 203 

1.401- 2 207 

1.401- 5 214 

1.404 (a) -10 .... 253 


/1.666(a)-! 340 

\ 1.668 (a) -2 348 

1.668(a)-3 448 

/1.665(b)-l 331 

\ 1.665(b) -2 333 

1.668(a)-l_ 347 

1.665(d)-l 338 

1.665(d) -2 339 

1.668 (a) -4 350 

/ 1.666(b)-l__ 341 

ll.666(c)-l 342 

1.665(c)-l 336 

1.665(a)-l ■ 330 

1.662(c)-l 316 

1.661(b)-l_._ 307 

1.663 (a) -2 324 

fl.661(a)-2.. 305 

1 1.661(b)-l 307 

1.661 (b)-2 307 

[l. 661(c)— 1._ 308 

/1.663(a)-l 321 

1 1.665(b) -3. 336 

/ 1.662(c)-2 317 

\ 1.662(c)— 3 — 317 

1.662(a)— 1 311 

fl.663(b)-l 325 

ll.663(b)-2— 326 

1.663 (a)-3 325 

1.661 (a)-l 305 

1.663(c)-! 826 


1.642(f)-l 284 

/1.642(c)-l 282 

1.642(c)-2 282 

1.642(c)— 3 283 

1.642(c) -4 283 

1.651(a)-4 297 

U.663(a)-2 324 

1.642(e)-l 284 

1.651 (a)-3 297 

1.651 (a) -2 1 296 

fl.651(a)-l._ 295 

h.651(b)-l 298 

1 1.661 (a)-2 305 
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Trusts — Continued 

Estates and trusts — Continued 
Deductions— Continued 


Section 


Double deduction, disallowance 

Gifts or bequests, paid or credited 
within three installments.. 

Limitations on deduction 

N et operating loss 

Personal exemption ” 

Scope and computation 

Standard deduction ““ 

Unused loss carryovers, excess de- 
ductions at termination 

Depreciation allowance 

Income from common trust fundlll I III 

Income from property 

Interest on Treasury 'bonds '.II 

Simple trusts: 

Beneficiaries, different taxable veers. 
Character of amounts distributed, 
allocations 

Deduction for distributions... 

Distributions: 


fl.642fgHL 
11.663(a) -3. 

1. 663(a) -1. 

{l’66Ue^2~ 

1.042 - ■ 
1.042 b -l' 
1.641(b)-!. 
1.642 i)~l_ 
f 1.642(h)-! _ 
\ 1.642(h) -2. 
[1.642(h) -5. 
1.167(g)-!. 
1.584-1... 
1 . 102 - 1 ... 
1.103-5... 

1.652(c)-!. 
( 1.652(b)-!. 
{ 1.652(b) -2. 
|1.652(b)-3. 
1.651(b)-!. 


Charitable purposes 

Current income, corpus 

Death or termination of exist- 
ence of beneficiary 

Includible in gross income of 
beneficiaries 

Scope, application of subpart B to 
estates 

Termination: 

General, estates and trusts 

Unused loss carryovers, excess de- 
ductions 


Trusts nontaxable to grantors : 

Limitations, general 

Postponement of reversionary in- 
terest 

Power exercisable by other than 

grantor 

Power of revocation, ten-year rule 

Power to control beneficial interest- _ 


1.651 (a)-4. 

f 1.651 fa)-2 

\l.651(a)-3 

/1.652(c)-2 

|l.652(c)-3 

/1.652(a)-! 

[1.652 (a) -2 

/1.651(a)-! 

\l.651(a)-5 

1.641 fb)-3.. 

/1.642(h)-! 

1 1.642(h)— 2 

< 1.642(h)-3__ 

! 1.642(19-4 

U- 642(h) -5 

f 1.678(b)-! 

< 1.678(c)-! 

1 1.678(d)-!. 

1.673(d)-!. 

1.678(a)-!. 

1.676(b)-! 

/1.674(b)-! 

\1.674(d)-2 ... 


Reversionary interest: 

Charitable beneficiaries 1.673(b)-! 

Effective at death of beneficiary. 1.673(c)-! 

Trustees with power to control bene- ( 1.674(c)-! 

ficial interest \ 1.674(d)-! 

[1.674(d)-2 


Trusts taxable to grantors: 

Administrative powers in grantor — 

Adverse, nonadverse parties defined. 


1.675-1... 
/1.672(a)-!. 
1 1.672(b)-!. 


Page 

284 

325 

321 

207 

308 

283 

281 

277 
289 
286 
286 
2 88 
155 
263 

93 

99 

301 
299 

299 

300 
298 

297 

296 

297 

302 
302 

298 

299 

295 

297 

278 
286 
286 

287 

288 
288 

392 

392 

392 

373 

391 

386 

370 

382 

372 

373 

381 

382 
382 

384 

368 

309 
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Trusts — Continued 

Estates and trusts — Continued 

Trusts taxable to grantors — Continued 
Distributions in satisfaction of paren- 
tal obligations 

Income included, attributed to 
grantor, deductions, credits, 
method of reporting 

Interests in income retained 

Power of revocation, general 

Power to control beneficial interest- - 
Power subject to a condition prece- 
dent 

Related or subordinate party, de- 
fined 

Revisionary interests, general 

Scope of subpart E, applicable rules— 

Income for benefit of grantor, created by non- 
resident alien, withholding of tax at source— 
War contracts: 

Mitigation of effect of renegotiation 

Recovery of excessive profits 

Wash sales: 

Stock and securities: 

Losses 

Western Hemisphere corporations, net operating 
loss carrybacks or carryovers 

Withholding: 

Credit or refund: 

Nonresident aliens and foreign corpora- 
tions 

Exemptions: 

Interest on bank deposits 

Nonresident aliens I 

F oreign corporations : 

Gain from sale of capital assets 

Rent paid to foreign tax-exempt organiza- 
tion 

Requirement for withholding of tax 

Nonresidents: 

Fixed or determinable annual or period- 
ical income 

Return and payment of tax, exchange of 
information under income tax con- 
ventions 

Nonresident aliens: 

Gain from sale of capital assets 

Remuneration for personal services _ _ 

Requirement for withholding of tax 

Tax-free covenant bonds: 

Exemptions 

Ownership certificates —III 

Rates 

Return and payment of taxll II III III ~~ 


Section 

Page 

1.677(b)-! 

390 

fl. 671-3 

365 

\ 1.671-4 

368 

1.677(a)-! 

387 

1.676(a)-! 

385 

1. 674(a) -1 

374 

1.672(d)-l 

370 

1.672(c)-l 

369 

1.673(a)-l 

370 

/ 1.671-1 

363 

11.671-2 

364 

1. 1441-3 (g) 

529 

1.1481 

546 

1.1471-1 

546 

1.1091-1 

486 

fl. 172-5 

168 

11.172-6 

171 

f 1.1464-1 

544 

11. 1441-3 (h) 

529 

1.1441-4 (a) 

529 

1.1441-3 (e) 

528 

1. 1441-2 (b) 

525 

1.1443-1 

532 

1.1441-1 

524 

1.1441-2. 

524 

1.1461-2. 

538 

1.1441-2(b) 

525 


1.1441- 3(6). 

1.1441- 1—, 

1.1451- 2... 

1.1461- 1... 

1.1451- 1 

1.1461- 2 


528 

524 

535 

535 

533 

538 
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